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PROFESSIONAL ISSUES 
? & | Speaking 1 in the Public Interest 
by Robert Tie 


New AICPA Chairman Randy Fletchall says he will champion the profession's role 
as an influential voice on social and economic policy and will aim to further unite 
CPAs. But, Fletchall says, the profession also needs to focus on its greatest need: 
attracting and retaining top talent. 

- For all CPAs 
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by Paul B.W. Miller and Paul R. Bahnson 
FASB Statement no. 157 specifies new factors to consider when measuring fair 


values that are already required in GAAP. The authors explain some of the changes 


_caused by the new standard and the uniformity and consistency it brings to fair 
value measurements. 
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- For CPAs who prepare or audit financial reports or conduct business valuations 
3 8 eens ae Gift Cards 

by Charles Owen Kile Jr. 
Gift card sales are an increasingly important part of the retail 
trade, but so far no consensus has emerged on how to record 
these transactions. This article discusses the issues and 
provides insights into the possible implications of various 


accounting treatments. 
For financial executives in retail companies and their auditors 
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The Human Element: The Weakest 
Link in Information Security 

by Stephen Lineberry 

The best defense against a social engi- 
neering attack is a good offense, and that 
means putting an often overlooked 
player—the average employee—through 
some drills. Consider these tips for testing 
the strength of information security pro- 
cedures and the resolve of the employees 
who implement those policies. 


For external auditors and CPAs in business and 
industry 
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by Cynthia Bolt-Lee 

Explore practical implications of find- 
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Building Long-Term Value 
by W. James Lloyd and Lauren E. Davis 
Many business owners could substan- 
tially increase their personal wealth by 
utilizing some relatively simple value 
management tools and techniques. 
CPA/ABVs and other valuation profes- 
sionals can help business clients stay 
focused on long-term value creation. 
For CPA/ABVs and CFOs 
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@ The AICPA’s Professional Ethics 
Executive Committee (PEEC) 
issued an exposure draft, Inter- 
pretation 101-17, Networks and 
Network Firms, under Rule 101, 
Independence, of the AICPA Code of Pro- 
fessional Conduct. Along with new or 
revised definitions for network, network 
firm and firm, the ED proposes that 
when CPA firms form associations with 
other firms and entities to provide pro- 
fessional services, they may share char- 
acteristics that classify them as networks 
and must therefore be independent of 
certain attest clients of the other net- 
work firms. 

Firms are considered to be part of a 
network if they share one or more of the 
following characteristics: 

@ The use of a common brand name 

in the firm name. 

@ Common control among the firms. 

@ Profits or costs, excluding costs of 

operating the association; costs of 
developing audit methodologies, 
manuals and training courses; and 
other costs that are immaterial to 


the firm. 
@ A common business strategy that 
involves ongoing collaboration 


among the firms whereby the firms 
are responsible for implementing 
the association’s strategy and are 
held accountable for performance 
pursuant to that strategy. 

BA significant part of professional 

resources. 

™@ Common quality control policies 

and procedures that are designed 
and monitored by the association 
and that the firms are required to 
implement. 

Any firm or entity that a network firm 
controls (either individually or through 
its owners), is controlled by, or is under 
common control with, is also considered 
a network firm. 


If only a subset of firms within an 
association shares one or more of the 
characteristics of a network firm (for 
example, a common brand name), only 
that subset of firms, rather than the 
entire association, would be considered 
a network under the proposed interpre- 
tation. 

Comments will be accepted through 
Nov. 15 on the ED and should be sent to 
Lisa Snyder, director—Professional Ethics 
Division, at lsnyder@aicpa.org. The docu- 
ment is available at www.aicpa.org/ 
download/ethics/August_13_2007_ 
Exposure_Draft.pdf. 


@ AICPA President and CEO Barry 
Melancon was appointed to the 
U.S. Treasury Department’s new 
Advisory Committee on the Auditing 
Profession. 

Treasury Secretary Henry M. Paulson 
Jr. created the advisory panel after con- 
vening top U.S. business leaders includ- 
ing Melancon in Washington in March 
to address issues facing U.S. financial 
markets. 

In addition to human capital challenges, 
the panel will look at competition and con- 
centration in audit services, regulation and 
the profession’s business model. 

“The largest accounting firms are 
already serving the needs of investors 
in global capital markets, but this is a 
very diverse profession with broad 
capacity and talent that is open to 
opportunities,” Melancon said in a 
press release. “Clearly the capital mar- 
kets of the world are moving toward 
harmonized international standards 
and it’s important that our regulatory 
process matches that evolution.” 

Former SEC Chairman Arthur Levitt Jr. 
and former SEC Chief Accountant Donald 
T. Nicolaisen will co-chair the panel. It is 
expected to make recommendations with- 
in one year. 


™@ The Committee of Sponsoring 
Organizations of the Treadway 
Commission (COSO) released a 
discussion document titled Guid- 
ance on Monitoring Internal Con- 
trol Systems. The discussion docu- 
ment discusses what entities of all sizes 
should do to properly monitor the effeé- 
tiveness of their internal control system, 
including their internal control over 
financial reporting. It is likely to be 
especially useful to organizations sub- 
ject to the reporting requirements of 
section 404 of the Sarbanes-Oxley Act. 
To download the document, visit 
WWww.coso.org. 

COSO intends to publish an exposure 
draft later this year that will include tools, 
case studies and implementation guidance. 
Final guidance is expected early in 2008. 


@ The XBRL U.S. consortium com- 
pleted its U.S. GAAP taxonomy, a 
key step necessary for the full imple- 
mentation of interactive data technolo- 
gy for financial reporting. The Financial 
Accounting Foundation and critical 
stakeholder groups including analysts, 
public company preparers and software 
providers are reviewing the draft taxon- 
omy before it is released for public 
review, said the SEC, which has con- 
tributed funding to the project. For 
more information, visit www.xbrl.org/ 
us/taxonomies or www.sec.gov/spot 
light/xbrl. htm. 


@ NYSE Euronext is the first stock 
exchange to submit financial report- 
ing information using interactive 
data, according to the SEC. In furnishing 
10-Q information in XBRL format, NYSE 
Euronext joined more than 40 public 
companies that are participating in the 
SEC's voluntary interactive data filing pro- 
gram. For more information, visit 
www.sec.gov/spotlight/xbrl.htm. 
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A better approach | 
to CPA Exam review... 





Introducing Kaplan’s Live Online Review Course: 


e Instruction - delivered weekly in real-time 
e Interaction - have your questions answered during class 
e Flexibility - archives can be viewed anytime, anywhere 


Kaplan provides the perfect blend of world-class live instruction and 
industry-leading self-study course materials. 


~ REGISTER TODAY! KAPLAN 
Classes begin in late November. 


l 


CPA REVIEW 


1-800-CPA-2DAY 
Pass the CPA Exam. Pass with Confidence. Pass with Kaplan. www. kaplanCPAreview.com 


News, People, Trends f@ and Other Noteworthy Items 


Few of us ever test our 

powers of deduction, except 

when filling out an income 
tax form.?? 
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Bees Unplug and Recharge 


De use the excuse “I’m too busy to take a vacation” at one Mis- 
souri-based accounting and financial services firm. 

BKD LLP of Springfield, Mo., requires partners to take a one-month 
paid sabbatical every five years. 

Randy Hultz, BKD’s director of human resources, said the time off 
not only allows partners to recover from the demands of client service 
and continually building professional expertise, but also serves as a 
teambuilding exercise. 

“When a partner is away, he or she learns what the rest of the team 
can do. For team members, it’s a chance to show they can handle extra 
responsibilities. That enables a company to consider succession plan- 
ning by identifying the next generation of partners,” Hultz said. 

Tempted to work from home? Don’t even think about it—partners 
on sabbatical have their e-mail accounts disabled. 
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AS QUOTED 


—Laurence J. Peter, author 


CPAs Grab Seats on 
Audit Committees 


ee as CPAs, 
controllers and comptrollers, 
accounting professors and profession- 
als who have served on accounting 
standards or oversight boards—dou- 
bled their presence on audit commit- 
tees between 2002 and 2006, grow- 
ing from 6% to 12% of all committee 
members, according to a Huron 
Consulting Group study. 

The percentage of audit commit- 
tees with at least one accountant 
member also grew during this period, 
from 21% to 40%; members with 
accounting backgrounds increasingly 
filled the role of chairperson, from less 
than 10% in 2002 to 23% in 2006. 

However, the study of 670 audit 
committee members at 164 public 
companies found that accountants trail 
finance professionals in representation 
on audit committees. Defined as 
CFOs, treasurers or finance profes- 
sors, they filled 34% of committee 
seats and 40% of chairperson 
positions. 





Source: 2007 Audit Committee Research Report, Huron 
Consulting Group, www.huronconsultinggroup.com. 
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TONE AT TLC TAD 
ION AT int [OP 


toe 


Risky Business 









One Big Step 


“Interactive data has the potential to 
save significant time and expense for 
investors, analysts and those who 
prepare financial reports. This signifi- 
cant step by the world's largest 
exchange is another important mile- 
stone in the evolution of all public 








Vy business owners are not only educated, but they're | COMPany reporting into the interactive 
risk-takers. format: < 
The 2007 Survey of Women Business Owners, sponsored by : : P< 
accounting firm RSM McGladrey, the Chicago chapter of the —SEC Chairman Christopher Cox, A 





National Association of Women Business Owners, the University following NYSE Euronext's submis- 
of Chicago and the Committee of 200, found 40% of the 650 sion of 10-Q information in XBRL 
respondents had postgraduate education, compared to 25% of format. 
all U.S. female professionals and 9% of all women in the work 
force. 
Respondents also were asked, “How much risk would you 
take or have you taken to start or expand your business?” 
The top two responses were to use up to 95% of personal 
savings and use a personal home as collateral. 











Source: SEC, www.sec.gov. 


STOP 


Source: 2007 Survey of Women Business Owners, 
www.rsmmegladrey.com/Knowledge-Center/Downloads/W BOSurvey2007- 4. 


Dialing f a Dalles’ 


‘= : 
e would all like to win the lottery. But 4 ly ee 
Leszek Wojcik went to extreme i Py UG ‘won vd 

lengths for a shot at the jackpot. A ne et ff 

Wojcik, a bus driver in Slupsk, Poland, | 
sent 38,000 text messages in an unsuccessful 
attempt to win a contest paying $36,000. The cell phone bill totaled $34,000. 
If that wasn’t dumb enough, the cell phone belonged to the Slupsk city transport 
system, which was not amused—it fired the serial dialer. It is unclear whether Wojcik 
was also prosecuted. 





—Joseph T. Wells 
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FINANCIAL REPORTING 


Tech Execs Find 123(R) Challenging : 























option aren as a a of o increased eee ne S 
associated with FASB Statement no. 123(R) implementatior 
majority of executives reported that reconciling the tax benefit for 
| awards that were partially or fully vested upon adoption of the stan-_ 
dard, as well as the grant-by-grant reconciliation of the ue exer 
cise tax benefit, was challenging or burdensome. 
Almost 60% said they have increased the involvement of their _ 
ee committee in designing compensation programs. 
__ For more information on FASB Statement no. 123(R) implemen- / 
tation, see “Options and the Deferred Tax Bite,” March 06, page 71 
“A Road Map for Share-Based Compensation,” April 07, page 50, 
) and “Avoiding FASB 123) Pitfalls, ”" May 07, page 8 


_ Source: iautts for Tech oloy Busines: Leaders: Stock-Based Compensation Prec in p Transition, Gan 
Tov toh CLLR een oto. com 


TONE AT THE TOP 
Employees Not Up 
to Snuff 






The bosses are not impressed. 

In fact, 32% of executives 
who responded to the 2007 
MAP Quarterly CEO Survey 
conducted by Vantage 
Research, said that up to half of 
their new employees haven’t 
been meeting expectations over 
the past two years. 


Source: www.mapconsulting.com. 
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BUSINESS TRENDS 
Navigating 
Negotiations 


ant to hire and keep the best? 
Be prepared to open your wal- 
let a little wider. 

According to The Employment 
Dynamics and Growth Expectations 
Report by Robert Half International 
and CareerBuilder.com, 55% of 
employees surveyed reported that 
their compensation has increased 
over the last 12 months, up from 
45% in their 2006 survey. Ss 

Moreover, 58% said they would 
likely negotiate higher compensation 
if accepting a new job offer, double 
the number of employees who said 
they would last year (29%). 


Source: The Employment Dynamics and Growth Expectations 
Report, www.roberthalf.com/pressroom. 







-DATAPOINT 


50% 


Propoiion of all chantable 
giving done between Thanks- 
giving and New Year's Eve. 





















Source: Charity Navigator, www.charitynavigator.org. 
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CAREERS & RECRUITING ea : Gu aE REC ORB 
CPATube Oe ee Work Force Investments 


Z “AS executives accustomed to making 
C)F firm is taking a ee : hard cost-benefit decisions. ..perhaps 
show-and-tell i the key to your success is the capa- 
approach to recruiting. : : bilities of the people you employ.’ 
Deloitte & Touche * 
USA LIP staffers were : —Federal Reserve Board Chairman 
encouraged to submit as Fa a Ben Bernanke, at the U.S. Chamber 
short films that express a / | of Commerce Education and Work- 


the organization’s culture _J/ ; force Summit, Sept. 24. 
-and values for the “What's oe y : Source: www.federalreserve.gov. 
Your Deloitte?” online film , é . 
festival, an initiative that aims 
to attract Generation Y employees. : 
“It's very clear to us that the integration Ag 
of self-expression opportunities through film and other media are 
essential to recruiting and retaining top talent. Plus it’s a heck of a lot DATA POINT 
of fun,” said Cathy Benko, Deloitte’s managing principal of talent. 
The 370 entries were posted on an intranet site, where they were 10 4 
rated by Deloitte employees. The winning film and top 13 finalists = 
can be seen at www.youtube.com/profile?user=DeloitteFilmFest. 
The winning films will be integrated into college campus recruit- A 
ing programs as “ice breakers” for students. “The concept is that no ecle DUNDEE ae 
one can show students what Deloitte is all about better than our own person entering the work force 
professionals,” said Diane Borhani, Deloitte’s U.S. campus recruiting today is likely to have held 
lead, who noted that the company is looking to make the film festi- by age 38. 
val an annual event. | Ceooeoeeveeseoonseeoeeoeneee 





@eeeeeeoeooeoooeoeeoeoeoeooeneoenoenee 


Source: U.S. Department of Labor. 
Source: Deloitte & Touche USA LLP, www.deloitte.com. 











TAX NOTES 


What to Keep? 


Don't be too aggressive when removing clutter from 
your desk or office. 

The IRS insists records of employment taxes be 
kept for at least four years, and files should include: 


m= Amounts and dates of all wage, annuity and pen- 
sion payments. 


m™ Names, addresses, Social Security numbers and 
occupations of employees, as vel as their dates 
of employment. 


m= Employee copies of Form W-2 returned as unde- 
liverable. 


= The fair market value of in-kind wages paid. 


= Copies of employees’ income tax withholding 
allowance certificates. 


m@ Dates and amounts of tax deposits. 
= Copies of returns filed. 


@ Records of allocated tips and fringe benefits provided, 
including substantiation. 


Source: www.irs.gov. 





November 2007 Journal of Accountancy 17 


Deliver the © wow a 


and get paid for all you're Sue 








World Class Tax and Report Covers 
The Lockhart Platinum Presentation Collection” 


Lockhart’s New Platinum Presentation Collection™ gives your presentations the “WOW” Factor! 


Taking the perceived value of your firm to the next level can be a challenging task. Do your clients realize the 
significant value of the reports you just handed them? Do these documents communicate the intellectual 
capital invested by you and the members of your firm? 


Experience Lockhart’s New Platinum Presentation Collection™ first-hand. Call today for your personalized 
samples and Special Offer details. 





THE LOCKHART GUARANTEE 


You risk nothing! 100% unconditional guarantee. 


Co 


Branding Your Image = — 
oO Excellen Soren |e 

bw oekhe Actos on 

(800) 966-2709 Fax (214) 348-3782 































































































© 2067 Lockhart industries, Inc. All nights reserved Microsoft product sereen shot reprinted with permission trom Microsott Corporation. 





Adourna OF 


ACCOUNTANCY 


CWS 
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BANKING 

@ The FDIC reported that profits at com- 
mercial banks and savings institutions de- 
clined 3.4% from year-earlier levels in the 
second quarter of 2007, dragged down by 
_ higher expenses for bad loans and nar- 
rower net interest income. The sectors net 
income in the quarter was $36.7 billion. 

Loan-loss provisions totaled $11.4 bil- 
lion in the quarter, a 75.3% increase from 
the year-ago period. The value of loans 
and leases that were noncurrent (90 days 
or more past due or in nonaccrual status) 
grew 10.6% from the previous quarter, the 
fifth consecutive quarterly increase. The 
noncurrent loan rate was 0.90% at the end 
of the quarter, an increase from 0.70% in 
the second quarter of 2006. 

On the positive side, commercial and 
industrial loans grew by a record $51.3 
billion (4.1%) in the quarter. Loans to 
small businesses increased at an annual 
rate of 9.6%, a sharp increase from the 
3.5% growth for the 2005-2006 period. 

The complete report is available in the 

Quarterly Banking Profile at www2.fdic.gov/ 
qbp/index.asp. 
@ Federal financial regulators and the 
Conference of State Bank Supervisors 
(CSBS) issued a statement encouraging 
- federally regulated and state-supervised fi- 
nancial institutions to identify residential 
mortgage borrowers at risk for default and 
pursue loss mitigation strategies that pre- 
serve homeownership. 





The statement notes that a significant 
number of hybrid adjustable-rate mort- 
gages will reset throughout the remainder 
of the year. Many subprime and other 
mortgage loans have been transferred into 
securitization trusts governed by pooling 
and servicing agreements that may pro- 
vide servicers with the flexibility to contact 
borrowers ahead of loan resets, especially 
in cases where default is reasonably fore- 
seeable. 

The statement was issued jointly by the 
Federal Reserve, FDIC, Office of the 
Comptroller of the Currency, Office of 
Thrift Supervision, National Credit Union 


‘Administration and the CSBS. The State- 


ment on Loss Mitigation Strategies for Ser- 
vicers of Residential Mortgages is available at 
www. fdic.gov/news/news/press/2007/ 
pr07073a.html. 

In a separate release, the FDIC, CSBS 
and American Association of Residential 
Mortgage Regulators cautioned institu- 
tions against allowing debt-to-income 
(DTI) ratios above 50% in applying loss 
mitigation strategies. Loss mitigation 
strategies should create long-term stabili- 
ty for borrowers, investors and the mar- 
ketplace, the agencies said. DTI ratios 
above 50% increase the future likelihood 
of delinquencies and defaults. 


FINANCIAL REPORTING 

Mi Sen. Charles Schumer, D-N.Y., called 
on the leaders of the Big Four to ensure 
that their clients are aware of SEC and 
FASB guidance on Statement no. 140 re- 


lating to modifications of subprime loans 
at risk of default. 

In a letter to Barry Salzberg of Deloitte 
& Touche USA LLP, James Turley of Ernst 
& Young LLP Timothy Flynn of KPMG 








LLP and Dennis Nally of Pricewater- 
houseCoopers LLP, Schumer wrote that 
one potential obstacle to refinancing or 
modifying at-risk subprime loans is a con- 
cern that such a move might require com- 
panies to stop using off-balance-sheet 
treatment for their securitized mortgage 
assets, putting them at risk of violating 
capital and other requirements. FASB and 
the SEC have concluded that off-balance- 
sheet treatment could continue in such 
cases. 

Schumer, a member of the Senate bank- 
ing and finance committees, called on the 
Big Four leaders to inform their clients of 
the guidance. “I am concerned that many 
of the investors holding securitized mort- 
gage assets are continuing to cite FAS 140 
as a reason to avoid loan modifications 
and refinancings,” he wrote. 


INTERNATIONAL 


Marking completion of the first phase of % 
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NEWS DIGEST 





* Loans outstanding in the second quarter. 
Delinquency rates are on a seasonally 
adjusted basis and do not include loans 

in the foreclosure process. 


Source: Mortgage Bankers Association’s National 
DYAIiiaey NAVA a AeteKeLeCyiCo aP0 OY 
www.mortgagebankers.org. 


the International Accounting Standards 
Board's (IASB%) joint initiative with FASB to 
review and harmonize the presentation of 
financial statements, the IASB issued a re- 
vised version of International Accounting 
Standard (IAS) no. 1, Presentation of Finan- 
cial Statements. The revision is aimed at im- 
proving users’ ability to analyze and com- 
pare information in financial statements. 

The project’s second phase, which has 
already begun, is examining more fun- 
damental questions about the presenta- 
tion of information in financial state- 
ments. The IASB expects to publish a 
discussion paper on the subject within 
the next six months. 

The current changes require informa- 
tion in financial statements to be aggre- 
gated on the basis of shared characteris- 
tics and to introduce a statement of 
comprehensive income. The revised 
standard gives preparers the option of 
presenting items of income and expense 
and components of other comprehensive 
income either in a single statement of 
comprehensive income with subtotals, 
or in two statements. The revisions in- 
clude changes in the titles of some of the 
financial statements to reflect their func- 
tion more clearly. The new titles will be 
used in accounting standards, but are 
not mandatory for use in financial state- 
ments. 

The revised standard is effective for the 
annual periods beginning on or after Jan. 
1, 2009. Early adoption is permitted. To 
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purchase the revised standard, visit 
www.iasb.org. 

Mi The IASB also published an exposure 
draft of proposed amendments to IAS 39, 
Financial Instruments: Recognition and 
Measurement. The amendments are in- 
tended to clarify what can be designated 
as a hedged item in a hedge accounting re- 
lationship. 

The ED specifies the risks that qualify 
for designation as hedged risks when an 
entity hedges its exposure to a financial in- 
strument. It also clarifies when an entity 
may designate a portion of the cash flows 
of a financial instrument as a hedged item. 

The proposals respond to requests for 
additional guidance on what IAS 39 per- 
mits to be designated as a hedged item. Al- 
though the IASB is undertaking research 
that will ultimately lead to the replacement 
of IAS 39, that work is at an early stage. 
The IASB therefore decided to propose the 
amendments contained in the ED. 

The ED is available at www.iasb.org. 
Comments are due by Jan. 11. 


MONEY LAUNDERING : 

M@ The revised Bank Secrecy Act/Anti- 
Money Laundering (BSA/AML) Examination 
Manual is available at the Federal Financial 
Institutions Examination Council home 
page. The latest version updates guidance 
on risk-based policies, procedures and 
processes for banking organizations to 
comply with the BSA and safeguard oper- 
ations from money laundering and terror- 


ist financing. 

The Federal Reserve Board, FDIC, Na- 
tional Credit Union Administration, Of 
fice of the Comptroller of the Currency, 
Office of Thrift Supervision, and the CSBS 
worked on the revisions with the Finan- 
cial Crimes Enforcement Network, the 
federal agency responsible for adminis- 
tering the BSA. 

The manual can be downloaded at 
www.ffiec.gov/bsa_am]|_infobase/ 
default.htm. 


PEER REVIEW ¢ 
Mi The AICPA released a Peer Review 
Practitioners Tool Kit as part of an 
initiative to enhance the Peer Review 
Program. The Tool Kit provides talking 
points to help practitioners gain support 
for developing a peer review practice, a 
pipeline tool for tracking and following 
up with potential prospects and other 
tools and information practitioners can 
use to promote their peer review services 
and develop their practice. 

The kit is available at www.aicpa.org/ 
members/div/practmon/practitioners_ 
toolkit.asp. 


PROFESSIONAL ISSUES 

@ Illinois enacted mobility legislation that 
will make it easier for out-of-state CPAs to 
serve clients. The new law includes the 
following provisions: 

M Out-of-state CPAs holding a valid 
CPA license in another state will not 
need to obtain an Illinois license, 
registration or temporary practice 
permit to practice public accounting 
in Illinois or hold themselves out as 
a CPA in Illinois. 

@ Out-of-state CPAs exercising the 
practice privilege above agree to 
comply with the Illinois Public 
Accounting Act and be subject to the 
disciplinary jurisdiction of the 
Illinois Department of Financial & 
Professional Regulation. 

@ Any CPA firm that does not have an 
office in Illinois but performs audit 
services for an Illinois-based entity 
must hold a valid Illinois public 
accounting firm license. 


NEWS DIGESTS 





M@ The AICPA Accounting and Review 
Services Committee issued a proposed 
Statement on Standards for Accounting 
and Review Services titled Defining Profes- 
sional Requirements in Statements on Stan- 
dards for Accounting and Review Services. 

The ARSC believes that by defining, in 
a fashion similar to SAS no. 102, the lev- 
els of responsibilities that accountants have 
in compilation and review engagements, 
standards for those engagements will be 
clarified and consistent with the standards 
for audit engagements. 

The proposed SSARS defines two cat- 
egories of professional requirements: un- 
conditional requirements, indicated by the 

-words “must” or “is required”; and pre- 
sumptively mandatory requirements, in- 
dicated by the word “should.” 

The proposed SSARS, if issued as a final 
standard, would be effective upon is- 
suance. The proposal is available at 
www.aicpa.org/download/exposure/Def 
ining_Prof_Req.pdf. 


XBRL 

@ The SEC announced that several 
mutual funds have begun providing 
risk and return information using 
interactive data, a significant step in 
the SEC’ ongoing efforts to make 
financial data more useful and 
understandable for investors. All of the 
new, interactive mutual fund data will 
be made available to the public on the 
SECs EDGAR database and _ to 
subscribers of EDGAR’s high-speed 
data dissemination service. The SEC 
will monitor how the data can be used 
to provide information to mutual fund 
investors and will consider whether 
further steps are necessary to increase 
accessibility. Among the first mutual 
fund filers to participate in the 
expanded voluntary program are the 
Allegiant Advantage Fund, American 
Funds’ Europacific Growth Fund, 
Muhlenkamp Fund, and Vanguard 500 
Index Fund. 


FYI 

@ The SECS Office of the Chief Accountant 
has selected three professional accounting 
fellows for two-year terms beginning this fall: 

m@ Adam Brown, CPA, currently a senior 
manager in BDO Seidman’ National 
SEC Department based in Dallas. 

@ Robert G. Fox III, CPA, currently a 
senior manager in Grant Thornton’ 
Professional Standards Group based in 
Charlotte, N.C. 

@ Brett A. Williams, CPA, currently a 
senior manager in  Pricewater- 
houseCoopers’ National Office based 
in Florham Park, NJ. 

The newly selected professional 
accounting fellows will be involved in efforts 
to improve the current system of financial 
reporting, development of rule proposals 
under the federal securities laws, acting as 
liaisons to the professional accounting and 
auditing standard-setting bodies, and 
consulting with registrants on accounting 
and reporting matters. 





* {Authoritative guidance on the 


risk assessment standards. 





audit risk standards and addresses: 








e Key concepts underlying the auditor's risk assessment process 
e Planning and performing risk assessment procedures 


Assessing and Responding to Audit Risk in a Financial 
Statement Audit — AICPA Audit Guide 


The AICPA’s new Audit Guide will assist practitioners in applying the auditing standards related to the assessment of risk in an audit 
of financial statements. This guide provides both authoritative and non-authoritative guidance, as well as case studies on applying the 





See Sa ihe Paperback 
e Linking risk assessment and the design of further audit procedures 012456JA08 
e Understanding the client, its environments and its internal control AICPA Member: $69.00 
e Evaluating audit findings, audit evidence and internal control deficiencies Nonmember: $86.25 
e Performing further audit procedures 
Order today. Visit www.cpa2biz.com for more 
AICPA resources on implementation guidance. 
Www.cpa2biz.com 
888.777.7077 
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When your corporate tax deadlines are met, 
> how many other dates will you be able to keep? 








DVD-//° 


1a. Streamlining tax compliance and limiting your audit exposure are just two of the many 


benefits of working with Vertex................. ae ar 
1b. Our range of tax software and consulting services helps you make time for additional tax 
planning that can add value to your company — and helps you fulfill all of your obligations... . . 












[ | Tax Services 





[_] Tax Software 


WHERE TAXATION MEETS INNOVATION 


Communication Tax | Payroll Tax 





Gee 
CHECKLIST 


Points for Retention 


Retaining valuable staff members is becoming increasingly 
difficult in today’s competitive environment. In addition to ideas 
about flexible work arrangements,compensation and benefits, 
consider these recommendations for retaining valuable employees: 





WY Re-recruit top performers before 
they get a better offer. Retaining val- 
ued staff means being proactive. 
Remind top performers of their value 
to your firm and discuss opportuni- 
ties with them. 


V Implement a comprehensive men- 


toring program. Mentoring may 
involve one-on-one relationships 
with someone close in experience 
level to the employee or in a group 
setting led by managers and partners 
whose compensation and advance- 
ment is tied to their success in devel- 
oping those they mentor. Other 
examples include mentoring rings 
composed of two team leaders and 
up to 12 high-potential individuals 
who meet confidentially once a 
month. These groups are geared 
toward helping employees meet their 
professional aspirations and enhance 
their positive attributes. 


~ Offer better career visibility. 


Current and prospective employees 
need a clear vision of their career 
potential. According to the AICPAs 
Private Companies Practice Section 
2006 Top Talent Study, 80% of young 
professionals said growth opportuni- 
ties are the primary reasons they join a 
firm (see http://Atinyurl.com/3an6tn 


for more information). This may mean 
being creative about providing opportu- 
nities for career advancement in firms 
where openings due to attrition are not 
available. 


V Explore various work options for 


retirement-age employees. Rethink 
policies on mandatory retirement. 
Develop new work arrangements such 
as project-based roles, phased retire- 
ments or cyclical work periods to 
retain the knowledge and expertise of 
staff nearing retirement age. 


V Use explicit ranking systems tied to 


incentives. An individualized 
approach to development enhances 
career satisfaction of top performers 
and increases the likelihood that they 
will stay with the firm. Transparent 
ranking systems classify employees 
into quadrants based on performance 
and potential. Development plans are 
tailored to those in each quadrant to 
help them improve. 


V Consider changes in managerial 


style to accommodate younger 
workers. The values and expectations 
of businesses and managers may need 
to be altered to become more in tune 
with those of newer members of the 
work force. 


V Emphasize cross-training and 


diverse experiences to build skills 
and maintain employee interest. 


improves employee motivation and 
job interest while creating a more ver- 
satile team. 


V Re-emphasize the CPA exam’s 
importance. Committing to a career 
path in accounting includes becom- 
ing a CPA. Employees who have their 
company’s support in obtaining a 
CPA (in terms of reimbursement and 
providing time and resources) are 
more likely to remain loyal to the 
firm. 


V Plan for succession and knowledge 
transfer. Managing succession plan- 
ning through the transfer of knowl- 
edge from experienced employees to 
younger members of the work force 
helps professionals see opportunities 
for advancement. 


V Broaden the concept of retention. 
Retention today means expanding the 
definition of what a long-term 
employer-employee relationship 
means. Workers may move in and out 
of employment with a firm over the 
course of their career. The concept 
means valued professionals can main- 
tain a long-term relationship with for- 
mer employers. 


Source: Charting the Future of the 
Accounting, Finance and Audit 
Professions, The Robert Half 
International Financial Leadership 
Council, www.financialleadership 


Cross-training develops new skills and | council.com. 
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CONTINUING EDUCATION 


THE CPA TOOLBOX 
www.cpemarket.com 

This Smart Stop is part of the National 
Association of State Boards of 
Accountancy’s www.nasbatools.com, 
which offers “tools for accountancy 
compliance.” CPAs can search CPE course 
providers, the National Registry of CPE 
Sponsor courses and quality assurance 
service courses, plus click on “Pilot Test 
CPE Courses” to try out courses for free. 
There’s also access to instructor resumes 
and in-house course providers. Click on 
the state you're licensed in to find 
updated information on mandated 
continuing education requirements and 
links to your state’s board of accountancy. 


CREDITS ON THE GO 
www.cchpodcast.com/ 
partners/cchPodcast 

Check this site for free CPE podcasts, 
available as streaming audio or 
downloadable to your computer or 
audio player. Click on “Course Catalog” 
to download available podcasts and 
their supplementary PDFs, including a 
study guide and final exam questions. 
When you're ready to take the exam, 
enroll and purchase the credits—your 
exam grading and certification is 
available immediately. Be sure to check 
if your state’s board of accountancy 
accepts these CCH self-study courses by 
clicking the “CPE Accreditation” link. 





TECHNOLOGY 


SMART STOPS 


On the Web 


ASSESS YOURSELF 
www.cpa2biz.com/CPE 

Just starting your continuing 
education requirements? Test your 
skills and training needs with the site’s 
“Competency Self-Assessment Tool,” 
free for AICPA members, then search 
CPE courses by topic, level, job area 
or format, including CD-ROM and 
DVD. Check back often to see the 
month’s top sellers and new releases 
or to download catalogs for the “CPE 
Direct” program and “Staff Training 
Series.” 


THE ROAD TO CPE COMPLIANCE 
www.cpetracking.com 

Can’t keep up with your CPE hours? 
Launched in 2006, this site keeps 
accounting professionals and firms 
up-to-date on CPE hours and 
compliance. Registered users can 
record CPE credits, which are then 
compared to the requirements from 
each state’s board of accountancy and 
regulatory agencies. The service also 
provides status reports by jurisdiction 
and reporting period, as well as access 
to all of your CPE records in one 
location. 


GENERAL INTEREST 


FAQs ON INDEPENDENCE RULES 
www.sec.gov/info/accountants/ 
ocafaqaudind080607.htm 

The SEC's Office of the Chief Accountant 
(OCA) recently updated its guidance on 
auditor independence rules. The 
compilation of answers to frequently 
asked questions is divided into 10 
categories, including partner rotation, 
audit committee communications, fee 
disclosures, and prohibited and non- 
audit services. However, the OCA 
advises that they not be taken as rules, 
regulations or official statements by 
the SEC. The site also provides 


contact information if you want to 
submit additional questions. Further 
guidance on the SEC’s auditor 
independence rules can be found on 
the Center for Audit Quality’s * 
“Resources” page at 
http://thecaq.aicpa.org/resources. 


NO RESOURCES? NO PROBLEM 
www.lonelymarketer.com 

Small firm and sole practitioners can 
find marketing trends and ideas for 
small companies, where, according to 
the site’s author, Patrick Schaber, 
“resources are thinner and time is at a 
premium.” With marketing experience 
at both small and large organizations, 
Schaber addresses the current hot 
topics in marketing—such as social 
marketing and search engine 
optimization. But you can also pick 
up tips for business-to-business 
marketing, branding, lead generation 
and online marketing, or read 
interviews with successful small 
businesses in the “Small Business 
Marketing in Action” series. 


E-FILE W-2s 
www.socialsecurity.gov/employer/ 
cpaFilers.htm 

At this Smart Stop from the Social 
Security Administration, CPAs and 
enrolled agents can file W-2s on 
behalf of their clients and verify their 
employees’ names and Social Security 
numbers. Using this service, your 
clients will no longer need to sign a 
W-3 or mail in Copy A of paper W-2s. 
New to this paperless process? Follow 
the “Checklist for W-2 Filing.” You 
will need to register for a PIN and 
password but will not need separate 
login information for each of your 
clients. There are also tips on avoiding 
IRS and SSA reconciliation errors. 


—Megan Pinkston 
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andy G. Fletchall still re- 
members what attracted 
him to the CPA profession 
more than three decades ago—its 
focus on quietly and diligently serv- 
ing clients, helping them solve chal- 
lenging issues, and “getting it right,” 
while benefiting the public interest. 


“We're not the kind of people who seek 
attention,” Ernst & Young's senior techni- ° 
cal partner said of CPAs during a recent 
interview with the JofA, soon before he 
assumed the AICPA chairmanship at the 
Institute's fall Council meeting in Tampa. 
“But one of the most valuable things I have 
learned during my career is the important 
role perception and relationships play in 
the profession's ability to serve the com- 
mon good.” 

Fletchall should know. Over the course 
@ of 31 years as an auditor with his firm and 
extensive volunteer service with the 
Bm AICPA, he’ worked closely with standard- 
j setters, regulators and legislators. And he’s 
4 B seen how much the profession can accom- 
@ plish in the public interest when it has such 
i leaders’ awareness, trust and confidence. 
= That's why he'll spend his term striving 
f to enhance the profession’ visibility and 
f leadership to those who set economic and 
social policy and the standards governing 
professional practice. He'll also urge CPAs 
to work together more often, as they now 
do in the AICPASs and state societies’ award- 
winning pro bono financial literacy pro- 
grams. But his most important goal may 
be helping to recruit a dynamic new gen- 
eration of CPAs. 





AVOICE AT THE TABLE 
: By providing assurance on American com- 
panies’ financial statements, the profession 
p | tblic | i i terest plays a central role in fostering a stable 
supply of capital in the United States. “In 
fact,” Fletchall said, “the competitiveness 


Speaking in the 


New AICP A chairman seeks greater voice of U.S. capital markets is quite dependent 
: on the high-quality work CPAs do each 

for the profession. day. Likewise our work is very important 
to the availability and cost of capital for 

by Robert Tie private companies in the U.S.” For that rea- 
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son, he says, it$ critical for the profession 
to communicate constantly—not just in a 
crisis—with policymakers and rule mak- 
ers. “We have to make sure they under- 
stand the value of auditing and everything 
else we do, how well we execute, and our 
suggestions for improvements,” he added. 

Two such opportunities arose when 
government panels recently were formed 
to learn more about matters in which the 
profession plays key roles. The AICPA will 
offer its views to both bodies and provide 
any information that will contribute to 
fully informed analyses and recommen- 
dations. 

SEC Chairman Christopher Cox creat- 
ed the Advisory Committee on Improve- 
ments to Financial Reporting that by August 
2008 will make recommendations on how 
the SEC, FASB or the PCAOB can, without 
legislation, help reduce unnecessary com- 
plexity in financial reporting and make the 
information more useful to investors. 

Treasury Secretary Henry M. Paulson Jr. 
has established an Advisory Committee on 
the Auditing Profession, an integral part of 
his capital markets competitiveness initia- 
tive. “The Treasury’s focus on auditing il- 
lustrates how important the profession is,” 
Fletchall said. To strengthen the auditing 
profession, the committee will make rec- 
ommendations on auditor recruitment and 
retention, audit market competition and 
concentration, the auditing profession’ fi- 
nancial resources and audit quality. 

Fletchall and the AICPA will speak out 
internationally as well. Referring to the be- 
ginning, in 2008, of former AICPA Chair- 


“| became experienced in dealing 
with problem loan portfolios, and | 
learned firsthand that our 
economy goes through cycles. 
Every day, we CPAs use 


experience like this to protect the 
businesses and individuals who 
depend on us.”—A/CPA Chairman 
Randy Fletchall, describing his 
experiences from the oil industry 
crash of the 1980s 





man Robert L. Bunting’s two-year term as 
president of the International Federation 
of Accountants (IFAC), Fletchall said, “As 
we move in the direction of a single set of 
international standards, it's important that 
our voice be heard, whether it’s our own 
or in alliances with other accounting bod- 
ies around the world.” 


PORTRAIT OF AN AUDITOR 

The profession merits a voice at the table 
because of its members’ collective experi- 
ence and wisdom in financial matters. To 


industries. But, spurred by his enduring 
interest in financial services, he spent most 
of his first 20 years in the profession au- 
diting large commercial banks. 

“I learned how banks operate, and what 
their accounting, reporting and tax issues 
are,” he said, adding that this understanding 
of business and industry enriched the qual- 
ity of his service to clients. Drawing on his 
experience, he spent some of his time help- 
ing out Ernst & Young teams in other parts 
of the country. When the large Texas bank 
that he had been auditing for a decade was 


Fletchall says CPAs’ words and actions convince 
people to trust their advice and experience and 
understand the value of what they do. 


accumulate such insight and skill, each 
CPA follows his or her unique path to 
knowledge. Fletchall recalled the concep- 
tually direct, but geographically circuitous, 
course that led to his present position and 
responsibilities. 

In the 1980s, during the rapid expan- 
sion and ultimate collapse of numerous 
financial institutions in the Southwest, 
Fletchall was a young CPA with several 
years of experience performing commer- 
cial bank audits for Ernst & Young in 
Houston. 

“I learned a lot by focusing on the 
banking industry,” he recalled. “Business 
was booming in Texas, and life was good.” 
Then the oil industry crash came, followed 
by a steep decline in real estate values, and 
Fletchall absorbed valuable lessons when 
some local banks suffered large losses and 
eventually were acquired by other finan- 
cial institutions. “I became experienced in 
dealing with problem loan portfolios,” he 
said. “And I learned firsthand that our 
economy goes through cycles. Every day, 
we CPAs use experience like this to pro- 
tect the businesses and individuals who 
depend on us.” 

Meanwhile, Fletchall’s career flour- 
ished, albeit on an atypical path. Most 
public company auditors, particularly in 
their earlier years, work on engagements 
with clients from a diverse range of 


acquired, Fletchall accepted an assignment 
in Arizona, primarily providing auditing and 
other services to various subsidiaries of a 
large California-based bank. But a few years 
later, a corporate takeover also claimed that 
client. 

Thus in the mid-1990s, as a seasoned 
interstate expatriate (and lacking clients), 
he didn’t hesitate to accept an offer to work 
in Cleveland, where one of Ernst & Young’ 
national offices is located. “I became very 
active in the design of our firm’s audit 
processes and quality controls at a time 
when we were reconsidering how to add 
more value for our clients and improve our 
service delivery,” he said. “My work was fo- 
cused on making sure that we not only 
conformed to auditing standards but also 
were taking appropriate steps to further im- 
prove the quality of our audits. Over the 
years, I’ve continued this focus.” 

In 1998, the Public Oversight Board 
established the Panel on Audit Effective- 
ness, and Fletchall worked with it, coor- 
dinating his firm’s interaction with the 
panel and then focusing on his firm’ efforts 
to implement the panel's recommendations 
on how to improve audit quality. 

Then, in 1999, Fletchall relocated to 
the New York national office of Ernst & 
Young to become more involved in the ac- 
counting and SEC reporting consultation 
functions, and when the firm’s senior tech- 
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nical partner left to become the SEC's chief 
accountant, Fletchall moved into his cur- 
rent position as vice chairman of Ernst & 
Youngs professional practice and risk man- 
agement functions for its audit practice. 


POWER IN UNITY 

The profession, regulation, financial re- 
porting and auditing all underwent con- 
siderable changes soon after Fletchall’s 
transfer to New York. Once he became 


public company auditing profession. 

It was during this period of great change 
that Fletchall became vice chairman of the 
SECPS Executive Committee, a position 
that led to an opportunity to serve as an at- 
large member of the AICPA Council. Be- 
cause Fletchall found this volunteer work 
so fulfilling, he accepted a nomination to 
become a member of the AICPA Board of 
Directors. And after three years on the 
board, he enthusiastically made another 


CPAs individually and together provide the high- 


quality services America depends on, Fletchall says. 


Ermst & Young’s senior technical partner, 
Fletchall joined the AICPAs SEC Practice 
Section (SECPS), which ultimately 
evolved into todays Center for Audit Qual- 
ity. Like the SECPS, the Center was creat- 
ed to foster confidence in public company 
financial reporting and to facilitate the on- 
going improvement of the audit process 
and auditors’ skills and knowledge. 
Much of Fletchall’s volunteer work with 
SECPS related to the profession's role of in- 
forming regulators and standard-setters 
and working with them in the aftermath of 
Enron and other financial reporting fail- 
ures, and then Congress’ development and 
passage of the Sarbanes-Oxley Act and the 
establishment of the PCAOB to regulate the 


three-year commitment, this time leading 
to his past year as AICPA vice chairman, his 
current term as chairman, and a coming 
year as immediate past chairman. “I’ve had 
the opportunity to help the AICPA devel- 
op the profession’s response to many im- 
portant issues,” he said. “Its been a privilege 
to make a positive and lasting contribution 
to the quality of the profession and the 
well-being of those we serve.” 


SUPPORTING FELLOW 
MEMBERS 

Besides his extensive firm experience 
working with members in business and 
industry, Fletchall has also interacted re- 
peatedly with—and gotten to know the 





perspectives and concerns of—CPAs 
from small firms, government and edu- 
cation. “My work with the AICPA has 
helped me understand what CPAs in other 
practice areas need from the Institute to 
better serve their clients, employers and 
the public interest,” he said. “And it has 
improved my ability to represent them all 
during my term as AICPA chairman.” 

Fletchall reminded members from 
smaller accounting firms and from busi- 
ness and industry to pay close attention 
to the evolution and applicability of glob- 
al standards. “You may think it'll be’a 
while before International Financial Re- 
porting Standards (IFRS) will affect you 
and your clients or the companies where 
you work,” he said. But because of rapid 
globalization, many American compa- 
nies—as subsidiaries or owners of foreign 
entities—already prepare or receive 
IFRS-based financial statements that 
their CPAs must be able to interpret ac- 
curately. “It'll probably affect your firm 
soon, so give yourself time for training and 
education,” he advised. 

Acknowledging the resource chal- 
lenges smaller firms face, Fletchall en- 
couraged them to become members of the 
AICPAs PCPS Firm Practice Center, 
which offers useful information and tools 
that help sole practitioners and managing 
partners run their practices profitably and 
stay in compliance. 

Likewise, Fletchall recommended that 
his colleagues in public practice join the 
Center for Audit Quality. “As part of its 
mission to improve the audit process, it’s 
very focused on helping members im- 
prove their skills and knowledge,” he said. 
“And its added an overarching public pol- 
icy objective: to identify and promote 
practices that meet the needs of investors 
and the capital markets.” The AICPA also 
has proactively established the Employee 
Benefit Plan Audit Quality Center and the 
Government Audit Quality Center to help 
members improve their performance in 
these practice segments. 

Fletchall also wants to explore how the 
AICPA can provide even greater value to 
its members in business and industry and 
government, all of which constitute a large 
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segment of the profession. “The AICPA is 
taking a fresh look at its value proposition 
for these members who are key to the 
quality of information in business and fi- 
nancial reporting and the catalysts who 
move their organizations forward.” 


LOOKING TO THE FUTURE 

“Many people now entering the profes- 
sion approach careers and work/life dif- 
ferently than baby boomers, many of 
whom are in leadership positions today 
in firms, business and other organiza- 


place,” he said, “and capture even more 
students’ hearts and minds.” 

“We also have to work hard on in- 
creasing diversity,” he said. “The profession 
should reflect society and tap every source 
of talent out there. It’s all about having the 
best people delivering high-quality serv- 
ices. That fosters growth and drives prof- 
itability.” 


CPAs’ CONTRIBUTIONS 
CPAs must be mindful of the conse- 
quences of their performance. “We're 


The CPA profession can’t wait any longer, says 
Fletchall, to recruit tomorrow's leaders. 


tions,” Fletchall said. “Differences be- 
tween generations always occur, but that 
doesn’t take away from our need to make 
adjustments and find a middle ground. 
Then we can tap their talents and fresh 
insights, and at the same time they can 
learn from our knowledge and experi- 
ence.” Fletchall applauded recent collab- 
orative efforts by leaders from the 
accounting, finance and audit profes- 
sions, including AICPA President and 
CEO Barry Melancon, in proposing in- 
novative solutions to address these issues 
(see Checklist, “Points for Retention,” 
page 23). 

Fletchall expressed continued support 
for the AICPAs efforts to increase the 
supply of accounting Ph.D.s and praised 
the AICPAs highly successful “Start Here, 
Go Places” recruitment campaign and its 
well-received Young CPA Network. “We 
should expand the initiatives that are in 


“We must dispassionately 
assess how well we're serving the 
public interest and meeting our 
clients’ needs. And we 


should make every effort to 
continually improve the value of 
everything we do.” 
—AICPA Chairman 
Randy Flefchall 








judged on the quality of our work,” 
Fletchall said. “We can’t assume it’s good 
or even adequate. Instead, we must dis- 
passionately assess how well we're serving 
the public interest and meeting our clients’ 
needs. And we should make every effort 
to continually improve the value of every- 
thing we do.” 

He acknowledged how complicated 
business and personal finance have be- 
come and how often businesses and in- 
dividuals turn to their CPAs for help. 
“Those challenges make our profession 
personally and professionally rewarding,” 
he said. “But we won't be able to keep 
pace with the demand for innovative and 
high-quality services unless every firm 
stays focused on attracting, retaining and 
developing top talent.” 

When asked how the profession can 
best serve the common good, Fletchall 
stressed the importance of CPAs’ unique 
knowledge and skills. In his view, this skill 
set obligates CPAs to make certain their 
voices are heard. “If we succeed,” he said, 
“we'll continue to earn respect and confi- 
dence, and policymakers will continue to 
seek our counsel about important matters 
on which we can shed much-needed 
light.” And that would be the profession's 
crowning achievement—maximizing its 
contribution to the public interest. 


Robert Tie is a freelance business writer. His 
e-mail address is bob@roberttie.com. 
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hae Value 


Measurement 


FASB 157 upgrades the quality 


of financial reporting. 


by Paul B.W. Miller and Paul R.Bahnson 


ASB issued a standard in fall 2006 with the understated title Fair 

Value Measurements. On one hand, FASB Statement no. 157 ap- 

pears to shake the foundation of historical cost measurement. On 
the other, it appears innocuous because it doesn’t compel greater use 
of fair values. In fact, the standard does a bit of both. Either way, CPAs 
should quickly acquaint themselves with the new rule, since it becomes 
effective for annual statements for fiscal years beginning after Nov. 15, 
2007, and for interim reports prepared in that initial fiscal year. 


Indeed, Statement no. 157 does not require 
fair values to be used in any situations not 
already covered by GAAP that existed at the 
time it was issued. However, it changes the 
status quo in three ways: 
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lt raises the bar for practice by speci- 
fying new factors to consider when meas- 
uring fair values that are already required in 
GAAP such that different (and better) num- 
bers will be reported in some situations. 


m It paved the way for FASB Statement 
no. 159, The Fair Value Option for Finan- 
cial Assets and Financial Liabilities, which 
creates the possibility that fair values will 
be introduced and used in new ways in fi- 
nancial statements. 

B [t sets the stage for the new Concep- 
tual Framework that FASB is developing. 

In particular, we believe the board’s 
2006 Preliminary Views document, Ob- 


jective of Financial Reporting and Qualitative 


Characteristics of Decision—Useful Financial 
Reporting Information, indicates that fair 
value will eventually be the preferred 
measure for financial statements. For these 
reasons, then, it made sense to issue State- 
ment no. 157 to clean up and otherwise 
clarify what fair value means and how it 
can and should be measured. 


BACKGROUND 
Contrary to what’ many may think, fair 
value accounting is not a theoretical ab- 
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straction that might be put into practice at 
some indefinite date. Fair values have ac- 
tually been introduced into GAAP piece- 
meal over many decades in a large number 
of standards, including, for example, those 
dealing with inventory, investments, fi- 
nancial instruments of all kinds, business 
combinations and stock options. Further- 
more, it has also long been required to 
write impaired assets down to a fair value 
less than their original cost or book value. 

FASB developed Statement no. 157 to 
bring uniformity and consistency to the lit- 
erature and, more importantly, to practice. 
Among its contributions is a phenomenal 
catalog of existing fair value measurement 
situations. An appendix to the standard 
lists more than 60 pronouncements where 
fair values are measured and reported. 

As a result, all CPAs should understand 
this standard and its implications for 
practice. 


THE BASIC IDEA 

The standard states that “[fJair value is the 
price that would be received to sell an asset 
or paid to transfer a liability in an orderly 
transaction between market participants at 
the measurement date.” (Statement no. 
157, paragraph 5) 

Few may comprehend that this defini- 
tion is the board’s quiet resolution of the 
long-standing controversy of whether fair 
value should be based on what the owner 
would receive upon selling an asset (exit 
value) or what it would pay to buy a new 
one (entry value). The accompanying side- 
bar, “Entry and Exit Values,” describes 
more about this issue and how FASB 
worked around the controversy. _ > 





EXECUTIVE SUMMARY 


@ FASB Statement no. 157 
defines fair value as “the price 
that would be received to sell an 
asset or paid to transfer a liability 
in an orderly transaction between 


market participants at the meas- 
urement date.” 


™@ The standard does not 
require fair values to be used in 
any situations not already 
covered by GAAP that existed 


when it was issued. 

@ The “Fair Value Hierarchy” is 
the central component of State- 
ment no. 157. The board identi- 
fies an order of preference (Level 
1, Level 2 or Level 3 inputs) that 
management must apply in 
estimating the fair values of 
assets or liabilities. 

@ The standard establishes 
disclosure requirements that 


reveal to financial statement 
users how the fair value esti- 
mates were produced because 
varying degrees of precision 
result from using different kinds 
of inputs. : 

§ Statement no. 157 is 
effective for annual statements 


for fiscal years beginning after 


Nov. 15, 2007, and for interim 
reports prepared in that initial 
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fiscal year. 


Paul B.W. Miller, CPA, Ph.D., is 
professor of accounting at the 
University of Colorado—Colorado 
Springs. Paul R. Bahnson, CPA, 
Ph.D., is professor of accounting at 
Boise State University. Their e-mail 
addresses are pmiller@uccs.edu 
and pbahnson@boisestate.edu, 
respectively. 
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THE HIERARCHY 

The central component of Statement no. 
157 is its description of the “Fair Value 
Hierarchy” (paragraphs 22-31). The board 
identifies priorities that management must 
follow in estimating the fair values of assets 
or liabilities. The hierarchy describes inputs 
to measurement models without actually 
specifying which models should be used. 
The relationships among the three levels of 
inputs are described by the flowchart in 
Exhibit 1. 

Level 1. The preferred inputs to valu- 
ation efforts are “quoted prices in active 
markets for identical assets or liabilities,” 
with the caveat that the reporting entity 
must have access to that market (para- 
graph 24). Information at this level is 
based on direct observations of transac- 
tions involving the same assets and liabil- 
ities, not assumptions, and thus offers 
superior reliability. However, relatively few 
items, especially physical assets, actually 
trade in active markets. 

Level 2. FASB acknowledged that ac- 
tive markets for identical assets and lia- 
bilities are relatively uncommon and, even 
when they do exist, they may be too thin 
to provide reliable information. To deal 
with this shortage of direct data, the board 
provided a second level of inputs that can 
be applied in three situations. 

The first involves less-active markets for 
identical assets and liabilities; this catego- 
ry is ranked lower because the market 
consensus about value may not be strong. 
The second arises when the owned assets 
and owed liabilities are similar to, but not 
the same as, those traded in a market. In 
this case, the reporting company has to 
make some assumptions about what the 
fair value of the reported items might be 
in a market. The third situation exists 
when no active or less-active markets exist 
for similar assets and liabilities, but some 
observable market data is sufficiently ap- 
plicable to the reported items to allow the 
fair values to be estimated. 

Specifically for financial assets and lia- 
bilities involving fixed-dollar flows, a suit- 
able Level 2 input to a valuation model 
may be the apparent discount rate for sim- 
ilar assets and liabilities implied by their 
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market value and future cash flows. For 
example, a company may estimate the 
value of its untraded liabilities by finding 
the discount rate that the markets seem to 
be applying to its traded debt securities. 
Notably, FASB indicates that assumptions 
enter into models that use Level 2 inputs, 
a condition that reduces the precision of 
the outputs (estimated fair values), but 
nonetheless produces reliable numbers 
that are representationally faithful, verifi- 
able and neutral. 

Level 3. If inputs from levels 1 and 2 
are not available, FASB acknowledges that 
fair value measures of many assets and li- 
abilities are less precise. The board de- 
scribes Level 3 inputs as “unobservable,” 
and limits their use by saying they “shall 
be used to measure fair value to the extent 
that observable inputs are not available.” 
This category allows “for situations in 
which there is little, if any, market activi- 
ty for the asset or liability at the measure- 
ment date” (paragraph 30). Earlier in the 
standard (paragraph 21), FASB explains 
that “observable inputs” are gathered from 
sources other than the reporting compa- 
ny and that they are expected to reflect as- 
sumptions made by market participants. 

In contrast, “unobservable inputs” are 
not based on independent sources but on 
“the reporting entitys own assumptions 
about the assumptions market participants 
would use.” To clarify that this category ex- 


cludes fabricated numbers, the board re- 
quires them to “be based on the best infor- 
mation available in the circumstances.” 
Despite being “assumptions about assump- 
tions,” Level 3 inputs can provide useful in- 
formation about fair values (and thus future 
cash flows) when they are generated legiti- 
mately and with best efforts, without any at- 
tempt to bias users’ decisions. 

Adjustments. With the exception of trad- 
ed securities, it generally will not be possi- 
ble to find identical assets and liabilities 
traded in active markets. In these situations, 
the observed values are adjusted to allow for 
differences between the reported items and 
the substitutes that are measurable. These 
adjustments may reflect different physical - 
conditions and locations as well as other 
constraints on marketability. 


DISCLOSURES 

Because varying degrees of precision result 
from using different kinds of inputs, State- 
ment no. 157 establishes disclosure re- 
quirements that reveal to financial 
statement users how the fair value esti- 
mates were produced. First of all, man- 
agers must provide separate disclosures 
about assets and liabilities whose fair val- 
ues are measured repeatedly from those 
whose values are measured only once or 
occasionally. For example, fair values of in- 
vestments and many financial instruments 


are estimated at every reporting date. Oth- > 
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ers, such as impaired assets and those ac- 
quired in a purchase combination, are not 
revalued at every date. 

For recurring situations, a schedule 
must reveal how much of the reported fair 
value was developed using each level of 
input for each category of asset and lia- 
bility. Exhibit 2 is taken from Appendix A 
of the standard as an illustration of this 
table for assets. This information is rele- 
vant because it allows users to assign vary- 


ing degrees of precision to different cate- 
gories. For example, a user might consid- 
er the Level 1 measures to be precise at 
+/-1%; Level 2 at +/-5%; and Level 3 at 
+/-20%. If so, the total market value in 
Exhibit 2 would likely fall in the interval 
between $251,000 and $269,000. The 
$9,000 variation from the reported 
$260,000 consists of the sum of 1% of the 
$205,000 at Level 1, 5% of the $25,000 
at Level 2, and 20% of the $30,000 at 


Level 3. The variation would be greater, of 
course, if more assets are valued with Level 
3 inputs, or if greater imprecision is as- 
sumed for each category. While impreci- 
sion and uncertainty can never be 
eliminated, users can reduce them by 
using this tabulation to quantify the po- 
tential variability. 

To assist users in situations with more 
significant reliance on Level 3 inputs, State- 
ment no. 157 requires management to pro- | 


Entry and Exit Values 


The difference between entry and exit values has perplexed 
accounting theoreticians for more than a half century, dividing 
even those who are strongly committed to fair values over 
original costs. The classic example that puzzled many is the 
case of a specialized machine that is purchased by one com- 
pany at a high price even though it could only be sold to 
someone else at a substantially lower amount. 

The outcome of applying exit value accounting would be 
an immediate loss to the buyer. On the other hand, reporting 
the machine at its high replacement cost would conceal the 
risk inherent in the specialization strategy. At some point, the 
dialogue among theorists bogged down on this paradox with 
no further progress. 

But the fact remains that differences between entry and 
exit values are real. Indeed, those differences are actually the 
source of most income. Specifically, an actor of some kind 
acquires an asset in one market and then uses or sells it in 
another, as represented in this diagram: 





By selling in the exit market for a higher price than was 
paid in the entry market, profits are achieved. This can happen 
only if the actor has relatively unique access to both markets at 
the same time; if just anyone can buy low and sell high in both 
markets, the resulting competition squeezes out the difference. 

The diagram at bottom shows the links between markets 
and various actors. 

In the normal course of commerce, profits are earned by 
manufacturers and dealers because of their ability to simulta- 
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neously access different markets such that their entry values 
are less than their exit values. However, at the last stage, a 
consumer can typically sell an asset only in a market that will 
not pay as much as the purchase price. It is on this paradox 
that theorists have foundered. 


FASB’s Workaround 


By specifying in Statement no. 157 (and thus in 60 other pro- 
nouncements) that fair value is the reporting company’s exit 
value, FASB risked the possibility that some would be forced 
to show losses when acquiring assets for use that could be 
sold only for less than the purchase price. To deal with this 
potentially confusing outcome, the standard requires owners 
to value their assets under the presumption of selling them to 
a buyer who will apply them to the “highest and best use of 
the asset by market participants, considering the use of the 
asset that is physically possible, legally permissible, and finan- 
cially feasible at the measurement date” (paragraph 12). The 
board explains further: “In broad terms, highest and best use 
refers to the use of an asset by market participants that would 
maximize the value of the asset or the group of assets within 
which the asset would be used. Highest and best use is deter- 
mined based on the use of the asset by market participants, 
even if the intended use of the asset by the reporting entity is 
different.” Regarding the specialized machinery example, the 
highest and best use will often be the same as the plans of the 
existing owner. Thus, the exit valuation in this context will 
converge on the entry value. 

This substitution of an expected replacement cost for a 
true exit value may create some initial head scratching. But, 
however it turns out, we applaud the board for finding a good 
practical way to cope with the issue that has for so long vexed 
theorists. 
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vide additional information about changes _ or in the body of the financial statements 
in these estimated fair values as a recon- _ themselves. 
ciliation of the beginning and ending val- This purpose has already been fulfilled 
ues. The table must also indicate whether in FASB Statement no. 159, which was 
the resulting gains and losses appear inthe issued in early 2007, only six months after 
income statement or other comprehensive Statement no. 157. The details of this stan- 
income on the balance sheet. dard will be described in a forthcoming 
For nonrecurring situations, managers issue of the JofA. What should be noted 
will provide more complete disclosures _ here is that the statement would have been 
similar to»those for recurring measures. much harder to compose, pass and im- 
Again, the purpose is to provide users with plement if the groundwork in Statement 
sufficient analytical ammunition to deal no. 157 had not been completed. 





with the uncertainty produced by these “We are satisfied with the direction taken 
estimates. in Statement no. 159 because it will allow 

innovative managers to voluntarily bring 
WHAT Doss FASB 157 greater quantities of more useful infor- 
AACCOMPLISH? mation to the capital markets through their 


The main contribution of Statementno.157 _ financial statements. Of course, the risk is 
is to bring many other accounting standards that some managers will try to use the 
into the 21st century by creating more rigor _ flexibility to produce misleading repre- 
for estimates of fair value. An appendix not _ sentations of some but not all of their as- 
only identifies each affected pronounce- sets and liabilities. These efforts would be 
ment but also shows words that are delet- both unethical and pointless because the 
ed and added by the new standard. For | capital markets will sooner or later extract 
example, paragraph 5(c) of FASB Statement a penalty through lower stock prices and 
no. 13 on leases is amended by Statement _ higher capital costs. Looking well ahead, 
no. 157 (strikethrough indicates deletion we expect traditional cost-based financial 
and underlining addition): reporting to fade while value-based repor- 

Fair value of the leased property. Fae ting grows more prominent. This process 


preetorwhich the property-eoutdtbesetd — has actually been under way in one form 
tranraraslensthtransaction-betweentn- = or another for decades, so it should not 


relatec-parties: The price that would bere- come as a surprise. We don’t think state- 
ceived to sell the property in an orderly mentsno. 157 and no. 159 will disrupt this 
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, PP/EC Retirement transaction between market participants at gradual trend. % 
Practice Management - the measurement date. Market participants 

















are buyers and sellers that are independ- 2 es 


ent of the reporting entity, that is, they are AICPA RESOURCES 
not related parties at the measurement 








date. JofA articles 
As this excerpt shows, Statement no. B “No Longer an ‘Option, ” April 05, 
157 is designed to clarify existing stan- Page 63 


g ‘Amortization of Certain Intangible 
Assets,’ Dec. 04, page 74 


SETTING THE STAGE @ ‘The Auditor's Approach to Fair Value” 


Any discussion of Statement no. 157 Avene 

would be incomplete without addressing CPE 

its second purpose of providing a launch Fair Value Accounting: A Critical New Skill 
pad for bringing additional usefulness fr All CPAs, a CPE self-study course 


dards, not create new uses of fair value. 


into statements through later new fair (#733300) 

ales ee pee conceptual For more information or to make a pur- 
framework: that we predict will call for chase, go to www.cpa2biz.com or call the 
fair value measurements in more situa- Institute at 888-777-7077. 


tions, either in supplemental disclosures 
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Anemerging issue for retailers and auditors 





lack Friday, so called because it kicks off the holiday shopping 
season that retailers hope will bring the $4.7 trillion indus- 
try into the black, is just weeks away. But last year, continu- 
ing a growing trend, more shoppers chose to purchase gift 
cards rather than merchandise, skewing some sales reports. This ar- 
ticle examines the varying accounting treatments for gift card sales and 
their subsequent redemption patterns. 
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The National Retail Federation said 2006 
holiday sales (those occurring in Novem- 
ber and December) of gift cards were $27.8 
billion. Overall holiday sales were $663 
billion, according to the U.S. Commerce 
Department. Independent financial serv-, 
ices research firms have estimated holiday 
gift card sales were as much as $75 billion. 
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In fact, no one really knows the aggregate 
effect of gift card transactions because re- 
tailers rarely provide separate information 
on gift card sales and redemptions. 

The accounting for gift card sales pres- 
ents an emerging reporting dilemma for 
retailers. Unresolved issues stemming 
from the reporting treatment of gift card 
sales and “breakage” (gift cards that con- 
sumers fail to redeem) potentially encroach 
upon several accounting regulations, in- 
cluding standards for revenue recognition 
and the recognition of special items. In 
practice, the reporting of gift card sales and 
breakage among retailers varies signifi- 
cantly and it is unclear what future action, 
if any, standard-setters and regulators will 
take toward unifying the range of prac- 
tices. 


ADVANTAGES TO SELLERS 

Gift cards offer buyers and gift recipients 
a variety of product choices but restrict 
those choices to a single or limited num- 
ber of retail service providers. This con- 
sumer-merchant trade-off provides plen- 
ty of economic justification for retailers to 
offer, and even to promote, gift card sales, 
because retailers stand to derive several 
potential economic benefits. 

Increased sales. The gift card’s product 
selection option can persuade indecisive 
buyers to make purchases they might not 
otherwise make. Moreover, a gift card may 
induce additional sales when the card is 


redeemed. The predetermined, fixed gift 
card value essentially translates into a min- 
imum purchase guarantee upon redemp- 
tion. However, the lumpiness of the pric- 
ing of retail items makes it likely that the 
recipient will spend additional money to 
buy an item of greater value, as opposed 
to leaving a balance on the card. 
Marketing opportunities. When gift 
cards are used as a gift, they generate mar- 
keting benefits by offering the retailer two 


seasonal periods, businesses may then pro- 
vide greater inventory smoothing than 
would otherwise be possible. Gift cards 
can also reduce general operating ex- 
penses. 

Bottom line. Perhaps the greatest ben- 
efit to retailers—and one that has distinct 
accounting implications—is that histori- 
cal consumer behavior trends show that a 
portion of many gift card purchases will 
never be redeemed. The retail and bank- 


Consumer Reports estimated that 19% 
of the people who received a gift card 
in 2005 never used it. 


customer contacts and two sales oppor- 
tunities, as opposed to only one. Gift card 
transactions also generate incremental in- 
formation that the company may be able 
to translate into additional future period 
sales through marketing and promotion- 
al efforts. 

Cash flow and inventory management. 
Benefits to retailers are not limited to cus- 
tomer effects. They are realized through 
other aspects of the retail operation. For 
example, the delay in the transfer of goods 
and services provides significant and ob- 
vious operating cash flow benefits to the 
business. This delay also provides inven- 
tory management benefits. Since gift cards 
are sold during the holiday shopping sea- 
son and frequently redeemed during off- 


EXECUTIVE SUMMARY 


ing industries recognize the tendency of 
consumers to leave gift card balances un- 
used and refer to the unspent balance of 
a gift card as breakage. Reported estimates 
of breakage by consumer research groups 
vary from 10% to 19%. Even by conser- 
vative estimates, gift card breakage has the 
potential to significantly influence many 
companies’ bottom lines. 


FINANCIAL REPORTING 
PRACTICES 7 

The author analyzed the 2006 fiscal year 
10-Ks of 167 companies—from selected 
retailers and eateries—in an attempt to 
evaluate the gift card reporting practices 
of potentially affected issuers. The results 


of this analysis, summarized in Exhibit 1, % 


& The accounting for gift card 
sales presents an emerging re- 
porting dilemma for retailers. 
Unresolved reporting issues 
stemming from the reporting 
treatment of gift card sales and 
“breakage” (gift cards that con- 
sumers fail to redeem) potentially 
involve several accounting regu- 
lations, including standards for 
revenue recognition and the 
recognition of special items. 

® This consumer-merchant 
trade-off provides plenty of 
economic justification for 
retailers to offer and even to 
promote gift card sales 
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because retailers stand to derive 
several economic benefits from 
such sales. Benefits from gift 
cards can include increased 
sales, marketing opportunities, 
improved cash flow and inventory 
management and a stronger bot- 
tom line as the result of unre- 
deemed gift cards. 

@ The accounting for the initial 
sales transaction for a gift card 
does not reflect any presumed 
value but rather a liability for 
deferred revenue, which pres- 
ents challenges for analysts. 

® The author’s analysis sug- 
gests that while certain trends © 


in the reporting of gift card trans- 
actions are emerging, practices 
are far from uniform. 

@ The apparently material per- 
centage of gift card value that 
goes unused creates addition- 
al accounting complications. 
Trends in the redemption pat- 
terns of previously sold gift cards 
allow retailers to create an esti- 
mate of future breakage. Once a 
reliable estimate is established, 
the retailer may claim to have a 
basis for removing the gift card 


liability from its books. 


&@ The placement of gift card 
breakage in the financial state- 


ments causes additional un- 
certainty and variation in finan- 
cial reporting. The SEC has not 
taken a public position on gift 
card accounting, except to ad- 
vise that the staff does not view 
immediate recognition of any 
amount of revenue at the point of 
sale as consistent with the staff's 
view of GAAP. 


Charles Owen Kile Jr., Ph.D., is 
a professor of accounting at 
Middle Tennessee State Univer- 
__ sity. His e-mail address is 
ckile@mtsu.edu. 
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suggest that gift card reporting is a signif- 
icant consideration for many firms and 
that reporting patterns are emerging. Most 
notably, more than two-thirds of selected 
companies provide some level of infor- 
mation about their gift card reporting 
practices (see Exhibit 1, Panel A). Of the 
companies that do not, most are small, 
over-the-counter franchise companies. 





DELAY IN RECOGNITION 

OF SALE 

SEC Staff Accounting Bulletin no. 101 
generally requires the transfer of product 
(merchandise) as a necessary condition for 
revenue to be recognized. SEC Staff Ac- 
counting Bulletin no. 104 provides addi- 
tional guidance. When a retailer sells a gift 
card to a customer, the payment for a fu- 
ture purchase is received upfront, but 
transfer of merchandise is delayed at the 
consumer's discretion. So, instead of rec- 
ognizing actual revenue on the sale of gift 
cards, retailers record a deferred revenue 


liability on the balance sheet for the cash 
exchange until the gift card is redeemed. 

This deferred revenue approach not 
only fails to reflect any of the benefits pre- 
viously cited but also presents challenges 
for analysts. A survey by Marketing Work- 
shop Inc. found that only 30% of recipi- 
ents use a gift card within a month. The 
increasing use of gift cards and the time 
lag between purchase of the cards and 
when the recipient redeems them for mer- 
chandise, allowing retailers to recognize 
the sale, apparently caused analysts to mis- 
gauge 2006 holiday sales as being weak- 
er than expected. The unexpectedly strong 
January sales, when counted toward the 
2006 holiday season, ultimately made re- 
tail sales for the year strong for most re- 
tailers. 

In the author's analysis, most compa- 
nies provided a revenue recognition pol- 
icy statement explaining that revenue from 
gift cards is delayed until redemption and 
roughly one-third provide a policy state- 


ment on the recognition of breakage. A sim- 
ilar number of companies provided the 
amount of the current gift card liability 
(usually in a footnote). Only one company, 
Ruth’s Chris, disclosed the amount of gift 
card sales for the current year. 

Of the 113 companies that provided 
gift card information, 80 provided at least 
some indication as to where the liability 
can be found on the balance sheet (Exhibit 
1,.Panel B). The most common practice 
was to lump the liability into an “accrued 
expense or other liability.” Others includ- 
ed gift cards in a “deferred revenue” ac- 
count. However, nine companies viewed 
the gift card liability significantly enough 
to create a separate line item on the bal- 
ance sheet. 


GIFT CARD BREAKAGE 

The apparently material percentage of gift 
card value that goes unused creates addi- 
tional accounting complications. (Con- 
sumer Reports estimated that 19% of the 
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people who received a gift card in 2005 
never used it.) For example, when does 
the non-event of the failure to redeem a 
gift card occur? For some gift cards, an ex- 
piration date may serve as an event for re- 
moving any unused amount from the lin- 
gering gift card liability. Some states have 
laws governing unclaimed property that 
regulate gift card breakage. 

However, as a result of consumer ad- 
vocacy efforts, in many cases gift cards 
have no expiration date and, when unre- 
deemed, represent an indefinite obliga- 
tion of the retailer (see sidebar “Con- 
sumers Fight-Gift Card Restrictions”). In 
such instances, trends in the redemption 
patterns of previously sold gift cards 
allow retailers to create an estimate of fu- 
ture breakage. As each day passes, the 
likelihood of redemption declines based 
upon historical redemption patterns. 
These patterns allow retailers to compute 
a weighted average gift card breakage es- 
timate. Once a reliable estimate is estab- 
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Consumers Fight Gift Card Restrictions 


Along with the popularity of gift cards come consumer complaints about restrictions 
on their use. Common consumer complaints involve the replacement of lost or stolen 
gift cards, merchandise refund policies, expiration dates and maintenance fees. 

In New York, after winning an agreement with Home Depot to overturn its pol- 
icy forbidding the replacement of lost or stolen gift cards, the state attorney gen- 
eral secured similar agreements in 2003 with retailers including Best Buy, Borders, 
Waldenbooks, Circuit City, CompUSA, Disney Stores, Kohl’s, Nordstrom, J.C. 
Penney, Eckerd, Musicland, Sears, The Sports Authority, Target, Toys “R” Us, Bloom- 
ingdale’s and Macys. 

In part due to fraud concerns, Home Depot and many other national retailers 
will only refund purchases made using a gift card as a store credit. Many retailers 
also restrict the use of gift cards to in-store use and do not permit gift card pur- 
chases through their online or catalog divisions. 

Thirteen states now prohibit gift card expiration dates, according to Bankrate.com’ 
2006 Gift Card Study. Other states set minimum expiration periods. 

Maintenance (or dormancy) fees are still common but may be changing, 
according to the Bankrate.com study, which cites a desire by retailers to become 
more “consumer friendly.” Such fees often begin as a $2 or $3 monthly charge 
against the card balance one year from the date the card is issued. 

—Matthew G. Lamoreaux 
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lished, the retailer may claim to have a 
basis for removing the gift card liability 
from the books. 

Estimating the trend to establish reli- 
able gift card breakage patterns requires 
the passage of a sufficient number of years. 





As a result, in practice, retailers recognize 
two phases of gift card breakage adjust- 
ments. The initial adjustment is a one- 
time recognition to cover the multiyear 
estimation period needed for the retailer 
to establish a gift card redemption and 
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~ Companies analyzed 
No mention of gift cards 

_ Gift card sales immaterial 

_ Provided gift card information 

| Provided revenue recognition policy 

_ Provided gift card liability separately 

_ Provided gift card breakage policy 

_ Provided amount of breakage separately 








Balance Sheet Account 


| Separate gift card line item 
| Accrued expense or other liability 
_ Deferred revenue 
Accounts payable 











Reduction of cost of goods sold 
_ Reduction of SG&A 
_ Breakage not recognized in income 


| with available 10-Ks. 
Source: 2006 SEC 10-K Filings. 


Out of 113 companies providing gift card information, 80 indicated the 
_ Classification of the liability. Those 80 companies classified the liability as: 


Out of 53 companies that provided a gift card breakage policy, 39 stated where 
breakage is recognized. Those 39 companies indicated the breakage as part of: 
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44 26% 
10 6% 
113 68% 
99 99% 
31 31% 
93 32% 















92 65% 
17 21% 


— 64% 








8 21% 
2 o% 
1 3% 
3 8% 


_ * Selection of companies for analysis included all 172 companies from the following — 
_ industries listed on the Yahoo Finance Web site at the time of the analysis: Apparel 
Stores, Discount Variety Stores, Electronics Stores, Restaurants, Specialty Eateries, 
Sporting Goods Stores, Toy & Hobby Stores. Analysis includes the 167 companies 
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breakage pattern. Ensuing adjustments 
occur in subsequent periods to keep the 
estimates of future unredeemed gift cards 
current. The initial adjustment is poten- 
tially dangerous because it causes a non- 
recurring one-time shock to the reporting 
process. Moreover, the timing of this ad- 
justment is subject to manipulation and 
the amount can be substantial because it 
represents the accumulation of multiple 
years of breakage, rather than just one. 

For example, during the first quarterof 
2005, Home Depot recognized a $43 mil- 
lion adjustment for gift card breakage cov- 
ering all preceding periods from “the in- 
ception of [its] gift card program.” 
However, the ensuing gift card breakage 
adjustments for the remainder of 2005 
were $9 million, a material amount, yet 
small relative to the initial one-time ad- 
justment. 


PLACEMENT OF CARD 
BREAKAGE 

The placement of gift card breakage in fi- 
nancial statements causes additional un- 
certainty and variation in financial re- 
porting. Best Buy Inc. added $43 million 
of unredeemed gift card proceeds direct- 
ly to February 2006 sales revenue, in- 
cluding $27 million from prior periods. In 
contrast, Home Depot applied both its 
one-time and period unredeemed gift card 
proceeds to reduce “selling and general ad- 
ministrative expense.” Best Buy and Home 
Depot were given an opportunity to ex- 
plain their gift card accounting for this ar- 
ticle. Both declined to do so. 

In the author’ analysis, although 53 
companies provided a policy statement 
about breakage, only 39 identify where 
breakage is or could be found on the income 
statement (see Exhibit 1, Panel C). The trend 
clearly tends toward “net sales,” although 
“other income” has some support as well. In 
summary, the analysis suggested that while 
an increasing number of companies are pro- 


___ viding gift card information, useful quanti- 


tative disclosures indicating amounts of an- 
nual gift card sales and breakage are rarely 
provided. The analysis also suggested that 
while certain reporting trends are emerging, 
practices are far from uniform. 
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Conceptually, the practices of including 
unredeemed gift card amounts in sales or 
as a reduction in cost of goods sold lead to 
misleading, overstated gross margins, 
given that unredeemed gift card proceeds 
have no accompanying inventory costs. For 
example, some analysts of Best Buy initial- 
ly misread investor-sensitive sales and gross 
margin trends. Reducing SG&A expenses 
with gift card write-offs represents a more 
conservative approach, but seems concep- 
tually flawed and potentially misleading, 
since the economic benefit does not origi- 
nate from expense reduction measures. 

Alternatively, recurring period gift card 
breakage could be included in “other rev- 
enue” and the amount separately disclosed 
in a footnote, if material. This would at 
least allow analysts to segregate it from 
“sales.” However, non-recurring gift card 
breakage from multiple periods is an un- 
sustainable element of operations and 
meets the definition of a special item. At 
a minimum, companies offering gift cards 


should disclose their treatment of gift card 
transactions and breakage in the footnotes. 
Also, MDG&A requirements likely oblige 
companies to disclose whether they offer 
such programs and, if so, the amounts 
from gift card proceeds and unredeemed 
balances, if material. 


THE SEC VIEW 


The SEC has not taken a public position 
on gift card accounting (the SEC staff de- 
clined to be interviewed for this article), 
except to advise that the staff does not 
view immediate recognition of any 
amount of revenue at the point of sale as 
consistent with the staff's view of GAAP. 
However, the mere making of such a 
statement likely indicates that gift card ac- 
counting issues are on the SEC's “radar” 
and that the Division of Corporation Fi- 
nance staff is already monitoring appli- 
cable issuers’ treatment of gift card sales 
when reviewing filings. 

Given the staff's history on previous 





emerging issues, it appears likely that the 
staff will follow up its reviews with com- 
ments on this issue in an attempt to nar- 
row the range of practices retailers are now 
following and to provide some degree of 
consistency to the reporting. If so, retail- 
ers may risk filing amended 10-Ks, de- 
laying registrations of new securities and 
even restating financial results. Regardless, 
past SEC behavior suggests that the staff 
will at least encourage retailers to be more 
open about their treatment of gift card 
transactions. ” 
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by Stephen Lineberry 


usinesses spend a significant portion of their annual information 
technology budgets on high-tech computer security. But the fire- 
walls, vaults, bunkers, locks and biometrics those dollars buy can 
be pierced by attackers targeting untrained, uninformed or unmoni- 


tored users. 


Few companies properly address the 
human element of information security. 
“There are times when the human element 
is the leaky faucet” that spills sensitive in- 
formation, says Debra Murphy, a consult- 
ant who is vice president of marketing for 
Rapid7, a Boston-based security software 
company that performs vulnerability as- 
sessment, network penetration and social 
engineering testing. One cause for the in- 
formation trickle linked to employees is 
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the pressure many are under to constant- 
ly improve customer service. “People are 
being measured on helping customers and 
providing a great customer experience,” 
Murphy says. Social engineering scam 
artists, who use deceptive and manipula- 
tive tactics on individuals to gain unau- 
thorized access to information, pounce on 
that customer-focused mandate. 

Some of the best tools for fighting so- 
cial engineering attacks are security 


Sele Tal a vas 





awareness training and social engineering 
testing. The effectiveness of these controls 
will vary based on the quality of their 
implementation, including follow-up and 
retraining. 

Social engineering testing, by its very 
nature, can be difficult to conduct with- 
out third-party assistance. One option is 
to engage an information security organi- 
zation to conduct testing. The testing can 
uncover areas in which an organization is 
most vulnerable so that risk can be 
assessed and mitigation strategies can be 
formulated and implemented. 

While prices vary, hiring an outside firm 
to conduct social engineering testing typi- 
cally costs between $10,000 and $15,000. 
Rolling social engineering testing into a 
larger security penetration engagement can 
reduce the cost of the social engineering 
component, says Jim Patterson, director of 
consulting for Rapid7. 

A meaningful social engineering audit 
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Costly Incidents — ae e : 





and Security Survey conducted iyi the 
_ Computer Security Institute and the 
FBI, 313 computer security profes- 
sionals reported a total of $52.49 - 
million in losses linked to computer 
security incidents for 2006. The 
following is a sample of the kinds of 
attack reported and the related - 





@ Virus contamination: $ 15. 69° 
million 
| @ Unauthorized access to infor 
tion: $10.62 million o . 

a Laptop or mobile hardware ae . 

















S66emilion = 
m Theft of proprietary information: | 
$6.03 million = —. 
of Insider abuse of Inter net access Ss : / 


oe e-mail: $1 85 million - / 
m Bots (zombies) ae the organi- 7 
zation: $923,700 a 
—m System penetration - outsider: 
$758,000 
i m Phishing i in which j your organiza- : 
_ tion was fraudulently represented — 
as the sender: $647,510 — 
m Password sniffing: $161, 210 





must involve people who are knowledge- 
able about social engineering techniques 
and are creative enough to mimic the 
methods of real attackers. Rapid7 typical- 
ly tests in a double-blind engagement, co- 
ordinating primarily with internal audit 
groups in large companies or the head of 
IT in smaller businesses. The testers set out 
knowing little about the client company, 
‘Patterson says. The IT staff and other em- 
ployees of the target firm are not alerted 
to the possible attack. 


® Social engineering attacks 
involve the use of deceptive or 
manipulative tactics on an 
individual to gain a result—often 


to gain unauthorized access to 
information assets. The practice 
sometimes is referred to as soft 
hacking and often is used to 


gather intelligence for a sub- 
sequent hacking attack. 

@ Technically savvy CPAs have 
the skills to analyze a com- 
pany’s information security 
climate, search for patterns in 
security-related data, make 
recommendations to manage- 


ATTACK SIMULATION 
The following example is based on an ac- 
tual social engineering test. For privacy, 
some information has been altered or 
omitted; however, the techniques and re- 
sults are accurately portrayed. 

A common way to prevent unautho- 
rized access to secure information is to re- 
quire proof of identification. The goal of 


about the trials of his day, which includ- 
ed getting a speeding ticket that caused 
him to be behind schedule. An employee 
locked the entrance door a few minutes 
before closing. The tester joked with the 
employee as he walked by. 

The tester then continued to make con- 
versation as he waited in line. His turn 
came a couple of minutes before closing. 


An observation of non-technical controls may 
reveal much about the strength of an organization's 
information security. 


this test was to manipulate a bank em- 
ployee into processing a transaction with- 
out obtaining any form of identification 
from the customer, who in this case was a 
social engineering tester. 

Through simple observation of the 
target, the tester gathered information 
critical to his attack. A photo ID was gen- 
erally required when a person requested 
a transaction. Friday afternoon was a par- 
ticularly busy time for bank employees, 
with a typical wait time in line of 22 to 25 
minutes. 

Closing time was 5 p.m., and the en- 
trance door typically would be locked a 
few minutes prior to closing. Employees 
could easily overhear customers’ conver- 
sations because of the size of the space. 

The attack was scheduled to begin on 
a Friday at 4:30 p.m., when distraction 
was highly likely due to heavy activity and 
the approaching weekend. The social en- 
gineering tester arrived at 4:30 p.m. and 
took his place at the end of the line. The 
tester engaged others waiting in line in 
friendly conversation. The tester joked 


EXECUTIVE SUMMARY 


ment and formulate security 
policies and procedures. 

® Testing by a third-party 
contractor can pinpoint whether 
an organization is vulnerable to 
social engineering attacks. Such 
testing can shed light on whether 
employees adhere to the informa- 


The tester complimented the employee for 
the patience the employee had shown with 
a rude patron. 

Prior to being asked, the tester removed 
his wallet and searched for his driver's 
license, which, of course, he could not 
find. The tester continued, somewhat 
frantically, to remove contents from the 
wallet in search of his license. 

At this point, the employee played right 
into the testers hands. The employee re- 
ferred to the traffic ticket the tester had 


discussed while in line, and the tester ap- 


peared suddenly enlightened. He told the 
employee that he had likely stuffed his 
license in his glove box along with the 


traffic ticket. He apologized and asked the ' 


employee to please wait while he went to 
his car to retrieve his license. 

The employee, knowing that the en- 
trance door was locked and that it was 
closing time on a Friday, told the tester 
not to worry about it. The employee 
processed the transaction, gave the 
tester the information he sought and told 
him to enjoy his weekend. 


tion security guidelines set out in 
policies and procedures. 


Stephen Lineberry, CISA, NSA 
IAM/IEM, is information systems 
audit manager for KraftCPAs PLLC. 
His e-mail address is slineberry@ 
kraftcpas.com. 
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The social engineering tester success- 
fully induced: 

w Familiarity. The employee had like- 
ly heard enough of the tester’s conversa- 
tion with others and no longer viewed the 
tester as a complete stranger. 

m= Sympathy. To the employee, the 


CHANGE 


1 


FOCUS 


tester appeared to have had a trying day, 
but seemed to be taking it all in stride. He 
had even admitted that he deserved the 
speeding ticket and he couldn't fault the 
police officer for doing his job. 

= Comfort and Trust. The reason the 
tester did not have his license seemed per- 


Focus on the details. See the big picture. Get to the truth. 


The PCAOB offers a unique way to use your audit and accounting experience to promote 


public trust in both financial reporting and the accounting profession. The PCAOB’s 


Division of Enforcement and Investigations is looking for accountants with experience 


auditing public companies or investigating public company audits. 


You will partner with our attorneys to investigate potential fraud and audit failures. 


Deepen your audit and accounting skills. Develop expertise in forensic accounting, one of 


the most exciting and sought-after specializations in the accounting world. Come join us 


in protecting the investing public. 


Change your life, your career and the accounting profession. 


Call (800)810-0870 or log on to www.pcaobus.org. 


PCAOB 


Public Company Accounting Oversight Board 


Opportunities in Washington, DC 


The PCAOB offers: 

¢ Leadership opportunities 

© Competitive salaries and benefits 
¢ Real work/life balance 


The PCAOB is an equal opportunity employer dedicated to establishing a diverse workforce. 
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fectly plausible to the employee. 

“At the end of the day, it’s about getting 
someone to violate a policy,” says Patter- 
son of Rapid7. 

Social engineering attacks are often used 
to gather intelligence that might be useful 
in a subsequent hacking attack. During a 
recent engagement, Rapid7 was hired to 
conduct penetration testing for a business 
that offers online sales of gift cards. The 
testers goal, Patterson says, was to get 
someone from within the company to open 
an e-mail message containing a Trojan 
horse that would install malicious software 
giving the attacker control over the victim's 
computer and, thereby, access to customer 
credit card information. 

The tester entered bogus credit card in- 
formation with his order, which triggered 
a phone call from an employee whose job 
it was to manually enter all payment in- 
formation from the sellers online orders. 
The tester offered to send the correct in- 
formation to the business in an e-mail with 
an attached document. The phone con- 
versation was designed to lower the guard 
of the employee, who might not have 
opened the e-mail had it come from a com- 
plete stranger. In the end, the employee 
opened the e-mail and attachment, 
Patterson says, and welcomed in the 
Trojan, allowing the tester to break 
through the firewall and gain access to 
25,000 credit card accounts. 

Fred Cantz, senior manager, forensic 
accounting and litigation support, for 
Smart Business Advisory and Consulting’s 
Philadelphia office, cautions that such 
social engineering audits can open up a 
host of employee relations issues and 
sensitivities. He suggests that the results of 
testing should be used to aid in training 
rather than to discipline employees. 


THE TRAINING GAP 

Many information security managers and 
administrators may feel uncomfortable as 
trainers. While knowledgeable about 
technology, often “they’re not as good at 
dealing with policies and procedures and 
the training aspects of technology,” says 
Danny Jeter, senior manager and consult- 


ant with Jackson Thornton Technologies, > 











s a financial professional, you've 
Janeane anticipated expenses such 
as college tuition, a child’s wedding or 
retirement savings and factored them into 
your financial plan. You may even have life 
insurance so if you were to die, your family 
could still achieve the goals you set. What 
would happen to your finances if you were 
suddenly disabled and couldn't work? 


Long Term Disability Insurance Coverage 
endorsed by the AICPA 

Disabilities can strike without warning, 
affecting not only your health, but also 
your ability to provide for yourself and 
your family. In addition to the added costs 
that come with being totally disabled, you 
would still be responsible for meeting all 
your day-to-day expenses. Without an 
income, that could be nearly impossible 
for you to handle. 


There is a way you can help protect your 
future and maintain a monthly income, 
even if you are no longer able to work. It’s 
called the AICPA Long Term Disability 
Income Plan. This insurance coverage 
is issued by The Prudential Insurance 
Company of America. 


available to eligible members of the AICPA or a State Society of CPAs. 


The AICPA Long Term Disability Income Plan— 
_ Protection for the “What if?” scenario 


If approved for coverage, and depending 
on your earnings, you may be eligible for a 
monthly benefit up to $10,000. The money 
you receive under the LTD Plan can be 
used for daily expenses, additional medical 
treatment, or whatever costs you need to 
address. You wont need to deal with the 
added burden of making ends meet, on top 
of dealing with your disability. 


Choose your waiting period 

LTD Plan participants can decide when 
they will receive their benefits: The 13-week 
waiting period allows you to receive your 
disability benefits sooner, while the 26-week 


waiting period has a lower cost. 


Since returning to work is often a key 
component in recovering from any sort 
of disability, a Rehabilitation Program is 
available. You'll continue to receive a monthly 
benefit, at a reduced rate, while you return 
to work and earn an income. Participation 
in the Rehabilitation Program is completely 
voluntary, and can even pay for approved 
vocational training. Don’ let a disability catch 
you unprepareda—apply for coverage under the 
LTD Plan today at www.cpai.com/ltd or watch 
your mail for details. 


ADDITIONAL PLAN 
FEATURES 





© Benefits paid for your lifetime, | 
if you’re disabled before you 
reach age 50 


° Benefits paid to age 65 if you’re 
disabled at age 50 through 62; 
for two years if your disability _ 
begins at age 63 to 67 


e A “your occupation” definition | 
of total disability, so you are 
not forced into another field of — 
work 


¢ Disability benefits for mental or 
nervous disorders for the lesser 
of five years or the time limits 
listed above 


What’s more, your Social Security 
benefits won’t be reduced 
because of your LTD benefits. 


Additionally, participants in the 
LTD Plan are eligible for cash 
refunds, which significantly 
reduce the cost of coverage. 
Although not guaranteed, cash 
refunds have been paid yearly for 
over 20 years and are expected 
to continue. 











American Institute of Certified Public Accountants Insurance Irust 
is policy provides disability income insurance only. It does NOT provide basic hospital, basic medical or major medical insurance as defined by the New York State Insurance 
epartment. North Carolina Residents: THIS IS NOT A MEDICARE SUPPLEMENT PLAN. If you are eligible for Medicare, review the Guide to Health Insurance 
i People with Medicare, which is available from the company. The AICPA Long Term Disability Income Plan has certain exclusions, limitations, and terms under which it 
ay be continued and is issued by The Prudential Insurance Company of America, a Prudential Financial Company, 751 Broad St., Newark, NJ 07102-3777, (973) 802-6000. 
ontract Series 83500. For costs and plan detail information you should contact Aon Insurance Services, the Plan Agent of AICPA Insurance Trust at 1-800-223-7473. 
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a business spun out of the Montgomery, 
Ala.-based accounting firm Jackson 
Thornton. 

That disconnect, combined with dis- 
comfort relating to personal privacy issues, 
is among the chief reasons that a large per- 
centage of organizations do a poor job 
managing the human element of infor- 
mation security. 

Many critical controls that support 
information security are non-technical. 
Observing non-technical controls may 
reveal much about the strength of an 
organization's information security. A 
‘technically competent CPA—especially a 
CPA who is a Certified Information Tech- 
nology Professional (CITP), Certified 
Fraud Examiner (CFE) or a Certified 
Information Systems Auditor (CISA)—can 
add value to a company by observing and 
analyzing issues that affect information se- 
curity and then communicating concerns 
and recommendations to management. 

CPAs understand internal controls and 
can assist companies in adapting control 

concepts to protect the confidentiality, 
availability and integrity of valuable assets. 
Cantz says CPAs can perform trend analy- 





sis and search for patterns in security data. 
They can be assets in drafting policies and 
procedures for safeguarding financial and 
customer data and also play a role in train- 
ing employees to abide by the rules. 

“CPAs and IT have to work as a team,” 
says Cantz, a CPA, CFE and former 
supervisory agent with the U.S. Postal 
Inspection Service. “I don’t think CPAs 
can do it better or cheaper or faster. But 
working hand-in-hand with IT, they can 
design a program that will assist in com- 
bating the social engineering challenges of 
today’s workplace.” 

Patti Perdue, a principal with Jackson 
Thornton and the partner-in-charge for 
Jackson Thornton Technologies, suggests 
that all partners and managers in her firm 
ask their clients questions including: How 
do clients protect confidential information 
stored on the network or business com- 
puters? How often do they check for em- 
ployee compliance with the requirements? 
Are employee passwords changed at least 
annually? Does an independent third party 
evaluate controls periodically? 

To foster a culture that is information 
security aware, company management, as- 
sisted by qualified CPAs, should begin by 
asking the following questions: 

mw Are employees educated and aware of 
common information security threats? 

m Do they write down or freely share 
passwords with others? 

@ Do visitors freely move about facili- 
ties without facing barriers to entry, such 
as a requirement to wear a company- 
issued badge? 

mw Is it common to see sensitive infor- 
mation, such as completed employment ap- 
plications or client documents containing 
Social Security numbers, accessible in un- 
monitored or otherwise unsecured areas? 

m What is the prevailing employee at- 
titude regarding information security 
controls? Are enforced information con- 
trols viewed primarily as a nuisance or a 
necessity? 

No system is immune to human inge- 
nuity. Effective information security must be 
culturally ingrained and backed by strate- 
gies and processes that are continually test- 
ed, taught, measured and refined. “ 
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Consider findings from cutting-edge research to take 
your company to the next level. 


by Cynthia Bolt-Lee 
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[his second installment in a 
§ series of columns on ac- 
SL counting research summa- 
rizes results from the field of 
management and cost accounting. 
The 2006 through June 2007 is- 
sues of five top-tier journals in 
management and cost accounting 
research were examined. Those 
publications included, alphabeti- 
cally, Accounting, Organizations and 
Society; The Accounting Review; Con- 
temporary Accounting Research; the 


Journal of Accounting Research; and 


Management Science. 


These summaries explain the implications 
of a wide range of research and give CPAs 
the opportunity to apply the results in day- 
to-day activities. Readers interested in 
more detail should review the full text of 
each article to explore the hypothesis, re- 
search process, statistical analysis, sup- 


| porting theories and conclusions. 


/A\TTRACTING FOREIGN 


INVESTORS 

Data show the voluntary adoption of 
International Accounting Standards (IAS) 
works as a magnet for foreign capital. 
Authors Vicentiu M. Covrig, Mark L. 
Defond and Mingyi Hung analyzed com- 
panies that voluntarily used IAS as opposed 
to their own country’s accounting stan- 
dards. Their study calculated the percent- 
age of foreign mutual fund ownership in 
these companies as compared to those that 
had not adopted IAS. Companies using IAS 
had predictably larger investments by 
foreign mutual funds. The attraction ap- 
peared greatest given two circumstances: 
companies located in countries that typi- 
cally had poor or vague reporting standards 
and mutual fund investors with specific: 
geographical regions as their investment 
objective. 

The research, published in the March 
2007 issue of the Journal of Accounting 
Research, is titled “Home Bias, Foreign 
Mutual Fund Holdings, and the Voluntary 
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Adoption of International Accounting 
Standards.” According to the authors, cap- 
ital allocation efficiency is improved 
through adopting IAS. 


CELEBRITY EFFECT ON STOCK 
PRICES 

A study published in the Journal of Ac- 
counting Research suggests that investors 
overreact to high levels of coverage of earn- 
ings forecast revisions by celebrity media. 
The article by Sarah E. Bonner, Artur 
Hugon and Beverly R. Walther examined 
the amount of media coverage given to 
earnings forecast revisions and its effect on 
investors (“Investor Reaction to Celebrity 
Analysts: The Case of Earnings Forecast 
Revisions,” June 2007). 

The authors predicted that well-publi- 
cized stock analysts, due to their celebri- 
ty (success, reputation and recognition) 
would have a greater effect on the markets 
than those with less celebrity. Media cov- 
erage was determined by measuring how 
frequently an analyst's name appeared in 
the Dow Jones Interactive database (now 
known as Factiva), an online research 
database that consolidates information 
from thousands of business news publi- 
cations and other sources. 

The research confirms the media’ 
strong role in determining stock price, not 
only in coverage of the companies but also 
in the coverage of specific analysts. The au- 
thors also verify the relationship between 
the popularity of the analyst and stock 
prices. Finally, an analysis of the stock’ re- 
turn on investment after an earnings fore- 
cast revision found a “substantial” effect on 
prices in relation to the volume of media 
coverage. 


THE ROLE OF ACCOUNTING IN 
DECENTRALIZED COMPANIES 
Researchers Raffi Indjejikian and Michal 
Matejka concluded that, in a decentralized 
company, performance will increase if the 
management accounting system focuses 
on corporate control rather than the in- 
formation needs of the local business unit. 
Their work, “Organizational Slack in 
Decentralized Firms: The Role of Business 
Unit Controllers” (uly 2006, The Ac- 


counting Review), studied 104 large de- 
centralized business units and the con- 
trollers’ responsibility to serve both 
corporate headquarters and divisional 
management. 

Prior research has determined that de- 
centralized businesses use accounting sys- 
tems either for divisional decision making 
or for the internal control needs of corpo- 
rate headquarters. This study suggests that 
organizational slack, defined as the failure 
to achieve performance targets or inefficient 
use of corporate resources, was caused by 
focusing more on decision-making infor- 
mation requested by the business unit and 
less on information necessary for 
corporate control. 

The authors found 
that this problem had a 
negative effect on 
business growth 
and tended to per- 
sist long term. Re- 
sults indicate that 
in a decentralized 
company, perform- 
ance will improve if 
the management ac- 
counting system focuses 
on corporate control rather 
than the information needs of the local 
business unit. 


MANAGEMENT CONTROL 
SYSTEM CosTs & BENEFITS 

In a survey of 122 CFOs, author Sally K. 
Widener found that the costs associated 
with a management control system 
(MCS), separate from its financial report- 
ing system, generally outweigh the bene- 
fits to the company. Her study examined 
control systems, their costs and benefits, 
and their relationship to strategic risk (“An 
Empirical Analysis of the Levers of Con- 
trol Framework,” Accounting, Organizations 
and Society, February 2007). 

The study further investigated the es- 
tablished definition of an MCS as a system 
of controls working together to mitigate 
strategic uncertainty and strategic risk. 
Widener found that these systems were 
both interdependent and complementary. 
She determined that the cost of a MCS (de- 











fined as management’ time and attention) 
generally outweighs the benefits to the 
company through organizational learning, 
an improved learning culture, and an ap- 
propriate system to manage corporate 
strategy. This research provides manage- 
ment with the knowledge that, overall, the 
cost of a control system outweighs the 
many benefits that enhance corporate 
strategy and organizational learning. 


BALANCED SCORECARD GOES 
OFF-CENTER 
A recent study suggests that the Balanced 
Scorecard (BSC) can fail as a performance 
measure because top manage- 
ment does not look at the 
quality or effectiveness of 
a strategy unless 
specifically instruct- 
ed, whereas middle 
management does 
so automatically. 
This creates poten- 
tial bias in evalua- 
tions and tends to 
support _ ineffective 
corporate strategies. 
The research by Bernard 
Wong-on-Wing, Lan Guo, 
Wei Li and Dan Yang appears in the 
July 2007 issue of Accounting, Organiza- 
tions and Society. 

The BSC, conceived in 1992 by aca- 
demic researchers Robert E. Kaplan and 
David P. Norton, was designed to link per- 
formance to corporate strategy rather than 
the achievement of measures such as earn- 
ings targets. Previous studies indicate that 
when a company uses the BSC to meas- 
ure performance, the focus tends to be on 
the accomplishment of goals rather than 
the effectiveness of the strategy used by the 
employee, causing problems between 
upper-level management and those they 
evaluate. 

The authors’ work, titled “Reducing Con- 
flict in Balanced Scorecard Evaluations,” sug- 
gests that if management perceives bias in 
evaluations, the implementation of the BSC 
will be unsuccessful. Flawed corporate 
strategic goals are likely to remain un- 
changed. 
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The authors also propose that this 
problem not only occurs in BSC-based 
systems but potentially in most evaluation 
structures. The research stresses the need 
for top management to include an as- 
sessment of the implications of corporate 
strategy when evaluating divisional-level 
management and not just look at the 
achievement of targets and measurable 
results. 


IMPORTANCE OF 
RESPONSIBILITY ACCOUNTING 
The summation of a nine-year study, pub- 
lished in the January 2007 edition of Ac- 
counting, Organizations and _ Society, 
determined the importance of account- 
ing in organizational change 
and provided evidence 
that responsibility ac- 
counting, the process 
of measuring and re- 
porting operating 
data by areas of re- 
sponsibility, is nec- 
essary to achieve 
corporate goals. In 
their paper, “Effects 
of Organizational 
Process Change on Re- 
sponsibility Accounting 
and Managers’ Revelations of Pri- 

vate Knowledge,” authors Casey Rowe, 
Jacob Birnberg and Michael Shields ex- 
amined the relationship between organi- 
zational process change and responsibility 
accounting within teams. 

The authors studied responsibility 
centers and responsibility accounting 
within a large U.S. aerospace contractor. 
Their work analyzed company docu- 
ments and direct observations of one au- 
thor who was an employee of the 
company. This provided a broad range of 
information for analysis. Activity-based 
costing (ABC) was found to be an im- 
portant part of the company’ strategy. 
The study suggests that the responsibil- 
ity center manager’s behavior and com- 
munication are positively influenced if 
the accounting practices are properly de- 
signed when the organization is under- 
going change. 












THE RESIDUAL INCOME EFFECT 
ON COMPENSATION BONUSES 
Many companies base compensation 
bonuses on whether earnings targets or 
return on investment (ROI) benchmarks 
are achieved. Sudhakar V. Balachandran 
examined companies that changed to 
residual income as a basis for compensa- 
tion in his March 2006 Management Science 
article, “How Does Residual Income Affect 
Investment? The Role of Prior Performance 
Measures.” 

Research suggests that companies opting 
to base compensation on residual income 
(RI), the excess of controllable operating in- 
come over a “minimum” amount of desired 

controllable operating income, modified 
their investment patterns and 
achieved weaker yields on 
their investments com- 
pared to companies 
that used ROI. 

The author ad- 
vises practitioners 
and researchers not 
to view this data as 
being for or against 

the use of RI as a 
performance measure 
but rather as a guideline. 
Companies should be aware 

of the investment modifications 
that may occur to achieve the desired target 
and the influence this performance measure 
has on management’ investment decisions 
when compensation is based on residual 
income. 


4 


OBJECTIVE MEASURES OF 
EMPLOYEE PERFORMANCE 
Frank Moers, in his July 2006 article in 
The Accounting Review, concluded that 
performance measures are more useful in 
employee evaluations if they are more 
precise and objective, easily verified and 
more sensitive to management’ actions. 
This, in turn, potentially results in added 
authority delegated to the employee under 
evaluation. 
His article, “Performance Measure 
Properties and Delegation,” examined eval- 
uation measures and their use in deter- 
mining employee “delegation.” According 


to Moers, delegation occurs when a lower- 
level manager's decision-making authori- 
ty is increased in the following areas: 
pricing, personnel, product development, 
investments and budgets. His work ana- 
lyzed how financial performance measures 
are used during an employee evaluation to 
determine increases in decision-making re- 
sponsibility. Such performance measures 
are also used to establish salary increases, 
bonuses and promotions. Application for 
the practitioner reveals the need for gb- 
jective financial and nonfinancial measures 
to be used in employee evaluations. 


SUPPLIERS AND TRANSFER 
PRICING 

Researchers found that external suppliers 
set a lower price when they were aware 
that transfer pricing existed within a de- 
centralized company. This was the con- 
clusion of Anil Arya and Brian Mittendorf 
after they examined transfer pricing 
when a company uses both internal and 
external suppliers. Their work, “Interact- 
ing Supply Chain Distortions: The Pricing 
of Internal Transfers and External Pro- 
curement,” was published in the May 2007 
issue of The Accounting Review. 

The authors found that, although in- 
ternal transfers cause management and ac- 
counting difficulties between divisions, 
they create a more competitive environ- 
ment for businesses. To offset decreasing 
demand brought on by higher input costs, 
suppliers tend to reduce prices when deal- 
ing with divisions that handle intracom- 
pany transactions at a price above cost. 


ACCOUNTING CONTROLS IN 
SUPPLY ALLIANCES 

Supply alliances are defined as long-term 
relationships between corporate buyers 
and sellers. These alliances influence the 
accounting controls set up so they are both 
“social” (influenced by corporate behavior 
and culture) and “technical” (related to the 
creation, storage and output of informa- 
tion). Research suggests both social and 
technical controls are necessary for suc- 
cessful operation in today’s business world. 
However, studies also indicate that the suc- 
cess rate for supply alliances is low—like- 
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ly due to the difficulty in trying to control 
all parties involved and the power strug- 
gles that occur among participants. 

Wai Fong Chua and Habib Mahama, in 
their Spring 2007 Contemporary Account- 
ing Research article, “The Effect of Network 
Ties on Accounting Controls in a Supply 
Alliance: Field Study Evidence,” examined 
companies defined as being involved in a 
supply alliance. The authors suggest that 
each company’s accounting controls be- 
come a form of corporate identity and that 
accounting control breakdowns are com- 
parable to the failure of the corporate cul- 

‘tures to mesh in an alliance. 

The research found that pricing in- 
volves unspoken behavior and that the op- 
eration of accounting controls is affected 
by this type of informal relationship. For 
example, the authors found that a 
telecommunications service provider and 
its allied suppliers defined value differently, 
which was reflected in disputes over how 
costs and pricing would be measured and 
controlled. The suppliers defined value in 
terms of technological superiority. The 
telecommunications service provider de- 
fined value first in terms of fastest deliv- 
ery and later in terms of cost. Accounting 
controls often focus just on technical con- 
trol; the authors argue that accounting 
control should include both technical and 
social controls. Management awareness of 
the way supply alliances affect controls and 
pricing will allow managers to better un- 
derstand the strong connection between 
accounting and corporate culture. 


St ASD TT SUR RAR IG 
AICPA RESOURCES 


Although the research summarized in this 
article was not sponsored by the AICPA, 

_ the AICPA supports practice-based 
research in management accounting topics 
‘and develops Management Accounting 
Guidelines in collaboration with the Society 
of Management Accountants of Canada 
(CMAC) and the Chartered Institute of 
Management Accountants (CIMA), based 
in the U.K. To download Management 

- Accounting Guidelines and learn more 
about the AICPA-funded research, visit 
The AICPA’s Financial Management Center 

~ at www.aicpa.org/fmcenter. 


WEATHERING A SUPPLY 
DISRUPTION 
When a supply disruption occurs, com- 
panies may be forced to choose between 
reliable but more expensive suppliers and 
those that are less reliable but less ex- 
pensive. Brian Tomlin studied strategies 
to alleviate the risk associated with sup- 
plier disruptions such as employee 
strikes and.acts of nature. In his May 
2006 Management Science article, “On the 
Value of Mitigation and Contingency 
Strategies for Managing Supply Chain 
Disruption Risks,” he uses a complex 
model to examine long-term supply chain 
disruption in a single-product situation 
to determine the most effective strategy 
to ease costly supplier problems. When 
a disruption occurs, companies must de- 
termine the best tactic to meet their goals. 

Choices include carrying excess in- 
ventory, using a reliable but more costly 
supplier, or accepting the possibility of fi- 
nancial loss associated with lack of need- 
ed supplies. The optimal choice depends 
on whether the disruption is short or ex- 
tended. For short-term disruptions, ac- 
cording to his research, excess inventory 
provides appropriate supplies. For 
longer disruptions, Tomlin’s research con- 
cluded that selecting a new, reliable sup- 
ply source provided favorable results over 
carrying extra inventory. 

Additionally, his work determined that 
a combination of excess inventory and 
use of the more reliable supplier may be 
appropriate. Tomlin began his article with 
examples of actual companies losing hun- 
dreds of millions of dollars due to sup- 
ply disruptions caused by acts of nature 
such as fires, earthquakes and hurricanes, 
revealing the need for contingency 
strategies within all business supply 


chains. ~ 


Cynthia Bolt-Lee, CPA, is an associate professor 
at The Citadel School of Business Administration 
in Charleston, S.C., where she teaches auditing, 
taxation and introductory accounting. Her career 
includes eight years in audit and tax practice for 
local and international firms. Bolt-Lee’s research 
interests include tax ethics, accounting educa- 
tion, practitioner use of research and innovative 
instructional strategies. Her e-mail address is 
cynthia. bolt@citadel.edu. 
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As part of our commitment to helping CPAs achieve trusted-advisor status, 
we now offer specialized resources directly to you online. From industry 
insight to informative podcasts, you can benefit from competitive intelligence 
provided to you from Bank of America. And your clients benefit too. 

With access to informative seminars, indu stry research and other valuable - 
resources tailored to business owners, you can help your clients achieve 
success faster. Extend your practice with the full scale, scope and strength 
of Bank of America, Learn more at bankofamerica.com /cpagrowth. 
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As a Certified Public Accountant, you know how valuable 
relationships are to your practice. Managing your clients requires 
a high level of trust, effective and sincere communications, 
timely attention to detail and a passion for success. 


So why shouldn’t your financial service provider offer you the 
same experience? And more importantly, what could you gain 
from relationship banking? 


What is relationship banking? Imagine a banker: 


= Who dedicates time to understand your practice 
and help you achieve your goals 


= Who has ready access to teams of experts with 
specific solutions that they customize to fit your needs 


= Who delivers those solutions for you wherever 
you are, whenever you need them 


That's relationship banking. The benefit for you is less time 
spent dealing with the nuts and bolts of your financial situation 
and more time focused on growing your practice and serving 
your Clients. 


“A long list of bank products and services are customized for 
you...whether you're looking to expand into multiple locations, 
acquire the building you’ve been leasing, or leverage technology 


to more efficiently manage your cash position.” 


Relationship banking works by establishing a single point of 
contact at your bank for you and your business. That point person 
is responsible for overseeing all of your bank needs, ensuring 
that your business has access to the broad scope of resources 
that it offers. Instead of pushing products and services that you 
don’t want or need, your relationship banker's job is to leverage 
the expertise within the bank that is appropriate to proactively 
address your specific needs—sometimes before you might even 
be aware of those needs. 
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Think of the relationship banker as the financial quarterback 
who manages a squad of seasoned professionals, all of whom 
play for your side. The result: the bank’s long list of products 
and services are customized for you, whether you're looking to 
expand into multiple locations, acquire the building you’ve been 
leasing, or leverage technology to more efficiently manage your 
cash position. 


One area of particular interest for CPAs and their clients is cash 
management, a critical discipline for any business. Being a trusted 
financial advisor for your clients is time-consuming enough 
: " without making multiple trips 

to the bank each week just 
to deposit paper checks. 
A relationship banker can 
help your business navigate 
=>. the transition from paper 

; transactions to electronic 
ones, which can eliminate all 
of those trips. A relationship 
banker can also help you get a handle on your short-term working 
capital so that you’re maximizing your return through vehicles 
such as overnight investments. And with sophisticated electronic 
banking tools, a relationship banker can make sure your 
business is deploying the latest in fraud protection measures 
no matter how you’re processing your payables. 


As a CPA, you know the value of relationships. With all of the 
uncertainty, pressure, and competition in the world of business, 
now more than ever, it pays to have a trusted advisor. Your clients 
invest in you as their accountant. In return, you offer expertise. 
Why not enjoy the same benefit from your banking relationship? 


To learn more about relationship banking, visit 
www.bankofamerica.com/cpa 
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Objective financial analysis focuses clients on 


business revenue growth. 


by W. James Lloyd and Lauren E, Davis 


rivately held companies are often their owners’ most significant 
asset. But when resources are diverted from profitable products 
to concentrate on short-term revenue, a company’s future value 
may be at stake. This article explains how CPA/ABVs and other val- 
uation professionals can help their business clients stay focused on 


long-term value creation. 
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CREATING SHAREHOLDER 
VALUE 
Value creation relies on two critical com- 
ponents: (1) revenue growth and (2) re- 
turn on invested capital (“ROIC”) in excess 
of the cost of capital. The cost of capital, 
which is generally referred to as the 
weighted average cost of capital 
(“WACC?”), is determined by weighting the 
company’ after-tax cost of debt with its 
cost of equity. ROIC is calculated by di- 
viding the company’s after-tax net operat- 
ing profits by the sum of working capital 
and fixed assets. Since earning a return in 
excess of the company’s WACC is neces- 
sary to increase value, management 
should understand and use it as a bench- 
mark for strategic decision making. ° 
WACC is a combination of the com- 
pany’s cost of debt and cost of equity. The 
cost of debt is the interest rate the com- 
pany pays on its long-term debt. Banks 
and other lending institutions charge an 
interest rate that reflects the risk of non- 
payment. The cost of équity is the rate of 









BUSINESS VALUATION 





return necessary to compensate shareholders for their investment 
in the company. Unfortunately, many business owners often 
overlook the cost of equity. This is a big mistake from an indi- 
vidual wealth-accumulation perspective. Business owners, just 
like other investors, have a choice—they can either keep their 
capital in the company or move it to an alternative investment. 
If the capital stays invested, its return should reflect the risk of 
doing so. 

Since equity returns from investments in privately held com- 
panies are not readily observable, valuation practitioners gener- 
ally use return data from similar publicly traded companies as a 
proxy. If investors in 
similar public compa- 
mies are earning an av- 
erage annual return of 
15%, investors in the 
privately owned com- 
pany should probably 
be earning at least that much or they would be better off invest- 
ing in the public company. In reality, the proxy rate derived from 
public company data must be adjusted up or down to reflect the 
private company’ actual risk profile. 

The following formula is used to calculate the WACC: 

WACC = [(Dc X (1 —t)) X Wd] + [Ec X We] 

Where: 


De = Cost of debt 

t= Marginal tax rate 

Wd = Weight of debt (percentage of the capital 
structure represented by long-term debt) 

Ec = Cost of equity 

We = Weight of equity (percentage of the capital 


structure represented by equity) 
For illustration purposes, assume a capital structure of 60% 
equity and 40% debt (at market weights) and the following costs: 


De = 6% 
t = 40% 
Ec 18% 


Using the above inputs, the company’s WACC is calculated 
as follows: 


EXECUTIVE 


@ A lower WACC creates high- 
er value because of the resulting 
increased spread between it and 
the ROIC. 
® CPAs can use three tools to 
measure and monitor a com- 
pany’s performance: 

¢ DCF. A discounted cash 
flow analysis quantifies the pres- 
ent value of expected future net 
cash flow using the WACC. 


® To maximize the long-term 
financial performance and 
value of a business, CPAs 
should help management focus 


on two key components of value 
creation: revenue growth and 
achieving a return on invested 
capital (ROIC) in excess of the 
weighted average cost of capital 
(WACC). 


To achieve higher unit sales volumes, a company 
should focus on what it does best—it should not 
try to be all things to all potential customers. 


WACC = [6% X (1 — 40%) X 40%] + [18% X 60%] 

WACC = 12.24% 

For decision-making purposes, management should view 
12.24% as a minimum return threshold. To increase the com- 
pany’s value, revenues must grow and produce a net return greater 
than 12.24%. Returns below the threshold will diminish the com- 
pany’s value. 


REDUCING WACC 

From a value-creation standpoint, the lower the company’s 
WACC, the better. More value is created by a lower WACC be- 
cause of the resulting 
increased spread be- 
tween it and the 
ROIC. The most ef- 
fective ways to reduce 
the WACC are to: (1) 
lower the cost of eq- 
uity or (2) change the capital structure to include more debt. 

Since the cost of equity reflects the risk associated with 
generating future net cash flow, lowering the company’s risk 
characteristics will also lower this cost. If the company depends 
upon a small number of customers for a significant percentage 
of its revenues, better diversification of the customer base would 
lower that risk factor. Likewise, if the company is highly 
dependent upon one or a few key employees, transferring 
responsibilities to additional qualified personnel will help 
reduce that risk. 

Many business owners try their best to avoid long-term debt. 
This no or ultra-low debt policy can hamper the company’s 
growth and value-creation potential. Since the after-tax cost of 
debt is generally much less than the cost of equity, changing 
the capital structure to include more debt will also reduce the 
WACC. 

Using the same inputs as above, the following illustrates how 
the WACC can be reduced substantially by changing the capital 
structure from 40% to 60% debt: 

WACC = [6% X (1 — 40%) X 60%] + [18% X 40%] 

WACC = 9.36% 


SUMMARY 


¢ EVA. An economic value 
added analysis reveals the return 
in excess of the company’s cost 
of capital by subtracting a capital 
charge (invested capital x 
WACC) from the company’s net 
operating profit after taxes 
(NOPAT). 

¢ Performance-based 
compensation plans. Such 
plans motivate employees and 


align their interests with those of 
the owners. 


W. James Lloyd, CPA/ABV, ASA, 
is the managing director and Lau- 
ren E, Davis, MBA, is an analyst 
with ValuePoint Consulting Group, 
Knoxville, Tenn. ValuePoint pro- 
vides valuation, value improvement 
and litigation consulting services, 
www.valuepointconsulting.com. 
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Tools for Creating and Measuring Value 


The following tools are often used by consultants to meas- 
ure, monitor and enhance a company’s value-creation 
progress: 

Discounted cash flow (DCF) analysis. A DCF analysis 
measures a company’s value by quantifying the present value 
of its expected future net cash flow using WACC as the dis- 
count rate. For this purpose, net cash flow is defined as after- 
tax cash flow from operations on an invested capital basis 
(excluding the impact of debt service) less the sum of net 
changes in working capital and new investments in capital 
assets. 

The DCF formula is as follows: 


CFi : CEs ae CE: 
(+r)! Gtu? (9 (lap: 
Where: 











Value = 


CF, = net cash flow in year 1 
CF2 = net cash flow in year 2 
CFn = net cash flow in year n 
r = discount rate (WACC) 


The company’s net cash flows are projected for a num- 
ber of years and then discounted to present value using the 
WACC. The expected cash flows earned beyond the pro- 
jection period are capitalized into a terminal value and added 
to the value of the projected cash flows for a total value indi- 
cation. 

The DCF model relies upon cash flow assumptions such 
as revenue growth rates, operating margins, working capi- 
tal needs and new investments in fixed assets for purposes 
of estimating future cash flows. After establishing the current 
(baseline) value, the DCF model can be used to measure the 
value-creation impact of various assumption changes. 
Performing these “what-if” scenarios with management is 
an effective way to motivate the implementation of needed 
changes. 

For example, if the baseline model assumed a revenue 
growth rate of 10% and a gross profit margin of 40% for the 
next five years, management can easily see the benefit of 
increasing the revenue growth rate to 15% and improving 
the gross profit margin to 45%. Finding the best opportu- 
nities for making these improvements requires analysis (see 
above), but the benefits are worth the effort. 

Economic value added (EVA). Based on the premise that 
shareholder value is created by earning a return in excess 
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of the company’s cost of capital, EVA is calculated by sub- 
tracting a capital charge (invested capital x WACC) from 
the company’s net operating profit after taxes (NOPAT). If 
the EVA is positive, shareholder value has increased. There- 
fore, increasing the company’s future EVA is key to creat- 
ing shareholder value. 

An EVA model normally includes an analysis of the com- 


pany’s historical EVA performance and projected future EVA * 


under various assumptions. By changing the assumptions, 


such as for revenue growth and operating margins, man- 


agement can see the effects of certain value improvement 
Initiatives. 

For illustration purposes, assume the following simpli- 
fied facts: 


NOPAT = $15,000 

Invested capital = $50,000 

WACC = 12% 

EVA = NOPAT — (Invested capital X WACC) 


= $15,000 — ($50,000 X 12%) 
= $9,000 


The example above indicates that both operating and 
capital charges have been covered and shareholder value has 
increased by $9,000. 

Performance-based compensation. This effective tool for 
motivating employees aligns their interests with the share- 
holders. For example, establish a base level of compensa- 
tion plus a bonus pool tied to certain EVA targets. A 
minimum level of EVA is required for any bonus to apply, 
and the pool increases based on how much actual EVA 
exceeds the minimum threshold. 

By tying compensation to certain performance metrics, 
such as EVA or EVA improvement, employees have a sense 
of ownership and strong incentives to help achieve the com- 
pany’ value-creation goals. Numerous criteria and 
performance metrics can be used in setting up a perform- 
ance-based compensation plan. However, to be effective, the 


performance criteria must be achievable, measurable and’ 


clearly communicated to the employee(s) intended to be 
impacted by it. Regular feedback and information report- 
ing procedures should be established that will help employ- 
ees monitor their progress for meeting the performance goals 
throughout the year. 
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Understanding 
SAS No. 112 
and Evaluating 


The reduced WACC creates more works to a certain point, since too much 
spread between it and the ROIC. This will debt can actually increase risk and con- 
help the company’s value grow much _ strain the company’ ability to generate net 
faster. However, adding debt to the capi- cash flow. When determining the opti- 
tal structure to reduce the WACC only mumlevel of debt fora private company, % 


Control 
Deficiencies — 


Tapping a Fresh Stream of Profits 


Our firm was engaged to analyze a wholesale drink distributor’s financial perform- 
ance and assist with formulating a plan to grow revenue and shareholder value. The 
company was a small family-owned business that had suffered from low profitabili- 
ty over the previous several years. Using a DCF model, we quantified the potential 
impact of our recommendations. 

Our financial analysis started with a year-to-year comparison of the company’s his- 
torical financial statement data. We also benchmarked the historical data against in- 
dustry peers. This type of comparison is generally useful for identifying potential prob- 
lem areas and narrowing the initial focus. Our analysis indicated the following issues: 

1. Revenue growth was very low at approximately 5% per year over the previous 

five years. 

2. Gross profit as a percentage of sales was stable and in line with the industry 

peer group. 

3. Operating expenses as a percentage of sales were ouieuntally greater than the 

industry peer group—primarily due to a high level of fixed expenses. _ 


4. Working capital was substantially above the industry peer ey pany due 


to low inventory turnover. 
After entering the historical financials into our DCF model, we estimated the com- 


pany’ future net cash flows and value based on its current level of performance. The 


value indication, much lower than the owner expected, was then used as a bench- 
mark for measuring the impact of our improvement recommendations. 

After analyzing the company’s operations and revenues by product line and cus- 
tomer, we identified several opportunities for improving revenue growl and prof- 
itability: 

w Increase sales and marketing efforts in two nearby cities with excellent growth 


potential where the competition was less vibrant. As an initial step, hireanew — 


sales manager dedicated to this effort. 

@ Eliminate several slow-moving product lines with low upside potential, Thee up- 
side potential of the lines was insufficient relative to the sales resources being 
utilized. 

m Increase inventory turnover by reducing the level of slow-moving products and 
improving the purchasing and inventory management systems. 

@ Develop a formal marketing plan and update the company Web site to allow 
customers the convenience of placing orders online. 

@ Change the compensation terms for all management-level employees to a base- 
plus-bonus plan with the bonus tied to predetermined profitability targets. 

m Reduce operating expenses as a percentage of sales from 25% to 20% over the 
next five years as revenues increase. 

Based on our discussions with management and research regarding the compa- 
ny’s competitors and industry, we concluded that revenue growth of 15% to 20% per 
year over the next five years should be achievable. 

By updating the assumptions in our DCF model to reflect the above changes, we 
were able to illustrate the potential impact to management. If management could suc- 
cessfully accomplish the above goals, the net result would be an increase in value at 
the end of five years of approximately three times the non-improved value. The com- 
pany is currently in the seventh month of implementation and appears well on track 
to meeting the targets. 











Audit Risk Alert 





This Audit Risk Alert provides an 
overview of the requirements of SAS 
No. 112, Communicating Internal 
Control Related Matters Identified in 
an Audit, and how this SAS differs from 
SAS No. 60. Plus, this risk alert offers 
several case studies that highlight a 
particular control deficiency, including: 
e Lack of segregation of duties 
e Lack of client expertise in financial 
accounting and reporting 
e |nventory-related control deficiencies 
e Fraud involving cash 
e Control testing exceptions 
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Paperback 
022536JA08 

AICPA Member: $29.00 
Nonmember: $36.25 


Order your copy today or 
visit www.cpa2biz.com for 
a complete list of audit risk 
alert resources! 


AICPA] 


www.epa2biz.com 








888.777.7077 
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good proxies to consider are the capital 
structures of similar public companies. 


KEY ISSUES 
Growth in revenues and 
cash flows as well as 
achieving a ROIC 
that exceeds the 
WACC are critical 
ingredients for 
increasing share- 
holder value. 
Top-Line Rev- 
enue Growth. Al- 
though a company 
may improve its 
cash flow in the short 
term through cost re- 
ductions, this strategy has 
obvious long-term limitations. 
Therefore, top-line revenue growth is 
necessary to increase shareholder value. 
The 80/20 rule of thumb applies to 
most companies. This means that 80% 
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of gross profit is generated by 20% of the 
products and services and 20% of the 
customers produce 80% of the rev- 
enues. Analyzing the busi- 
ness with this rule in 
mind often uncovers 
Opportunities to in- 
crease the compa- 
ny’s growth and 
profitability. It 
helps manage- 
ment focus on 
areas most like- 
ly to optimize 
cash flow. 
Determining 
which products/serv- 
ices and customers have 


the most potential for help- 
ing the company achieve its 
growth and profitability goals requires: 
m Analyzing historical sales and 
gross profit by product/service line. 

@ Determining which customers or 


types of customers are the most 
profitable (net of selling and serv- 
ice-related costs). 

m Assessing industry trends including 
current and future substitute 
products and services. 

mw Determining the impact on work- 
ing capital for each of the signifi- 
cant product lines and customers. 

Cash Flow. Positive cash flow is nec- 
essary to fund daily operating expenses, 
future growth initiatives and distribt- 
tions to investors. Therefore, the ability 
to generate positive cash flow, on a long- 
term, sustainable basis, is critically im- 
portant to a business's value. 

To assess the sustainability of future 
cash flows, examine how the company 
reinvests into the business. Companies 
that consistently reinvest a significant 
portion of operating cash flow into re- 
cruiting and training high-quality em- 
ployees, acquiring new technologies, 
and funding research and development 
initiatives will most likely have higher 
growth rates and be more profitable on 
a long-term, sustainable basis than 
those that do not. 

A company’s reinvestment efforts are 
illustrated through the ratio of annual 
investments in new operating assets to 
available operating cash flow. Available 
operating cash flow equals after-tax net 
cash flow from operations before rein- 
vestments. The higher the ratio, the bet- 
ter the investments are paying off. If the 
ratio is trending down from year to year, 
management should re-evaluate its in- 
vestment decisions. 

One of the best ways to grow cash 
flow on a long-term, sustainable basis is 
by increasing the volume of units sold 
and decreasing the related cost per unit. 
Higher volumes result in lower unit 
costs due to improved operating effi- 
ciencies and better utilization of re- 
sources (that is, spreading fixed costs 
over more units). To achieve higher unit 
sales volumes, a company can narrow 
its product/service offerings and focus 
on what it does best—that is, it should 
not try to be all things to all potential 
customers. ; oy 
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Get ready for tax season 
: with the experts. 


The AICPA brings you top-notch tax planning and tax prepara- 
tion guidance from nationally recognized experts—in a variety of 


formats to best meet your needs. 


New this season along with the traditional annual ie 


self-study courses are: 


e Tax Review & Updates—shorter 4 CPE credit hour courses 
e Tax Season Updates—comprehensive 8 CPE credit hour courses 
© Tax Review Series—8 CPE credit hour courses on key tax isues 


For more details and a complete list of tax season 
self-study courses go to www.cpa2biz.com 


Online Grading! Get exam results— fast! =——- 
Look for more information included with your AICPA self-study 3 : : 


_ course materials. 


Find practical insight and valuable 
tax-savings strategies in these 
traditional annual Update 
self-study courses 


AICPA’s Federal Tax Update, 
2007-2008 Edition 
No. 731136 


AICPA’s Individual Income Tax Returns 
Workshop by Sid Kess 
No. 735222 


AICPA’s Corporate Income Tax Returns 
Workshop by Sid Kess 
No. 735212 


New this year! AICPA’s 2007 Federal Income 
Tax “Workshop Update” by 

Sid Kess: Applying the Key Changes 

No. 733710 


Qas 











Guidance and tax planning 
strategies from Sid Kess in 
DVD/Manual format 


Ideal for on-site staff-training or 
individual self-study 


2007 Individual Tax Returns Videocourse 
No. 113614 


2007 Corporate Tax Returns Videocourse 
No. 112625 


New Tax Review & Update 
self-study courses 


AICPA’s Individual Tax Review & Update: 
Real World Applications! 
No. 733420 


AICPA’s Corporate Tax Review & Update: 
Real World Applications! 
No. 733420 


GuAiinN ASSURANCE SERN ce NASBA, 150 Fourth Avenue North, Suite 700, Nashville, TN 37219-2417. Web site: www.nasba.org 
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New Tax Season Update 
self-study courses 


2007 Tax Season Update: Individual 
and Sole Proprietors 
No. 733700 


2007 Tax Season Update: Corporations 
and Pass-Through Entities 
No. 733680 


New Tax Review Series 
self-study courses 


AICPA’s Tax Review Series: C Corporations 
No. 733640 


AICPA’s Tax Review Series: S Corps, LLCs, 
and Other Pass-Through Entities 
No. 733680 


AICPA is registered with the National Association of State Boards of Accountancy as a Quality Assurance Service (QAS) sponsor of continuing professional education. Participating 
state boards of accountancy have final authority on the acceptance of individual courses for CPE credit. Complaints regarding QAS program sponsors may be addressed to 


Wwww.cpa2biz.com 


888.777.7077 


Being a discussion leader offers plenty of 
opportunities to unleash your inner pedagogue. 


by James Schaefer 


roviders of continuing professional education are frequently 
looking for discussion leaders to teach classes. And most CPAs 
at some point have probably wondered what it would take to 


be a discussion leader. 


The benefits include pay as well as what 
most discussion leaders find is a greater re- 
ward: the satisfaction of sharing knowl- 
edge. Discussion leaders also earn CPE 
credit for themselves. However, being a 
discussion leader is harder than it looks, 
and most CPAs have little or no training 
as public speakers. But with the proper at- 
titude, sufficient preparation and devel- 
opment of presentation skills, anyone can 
become a good discussion leader. This ar- 
ticle explains how preparation and know- 
ing what to expect can help make the ex- 
perience a successful one. 
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THREE KEY COMPONENTS 

The most important component of a 
good discussion leader is a desire to suc- 
ceed. Keep in mind that live CPE is ex- 
pensive, and participants are giving up 
valuable time to attend. Your goal should 
be to give the participants knowledge 
and perspective that helps them in their 
careers in ways they can readily appre- 
ciate. In his book How to Run Seminars & 
Workshops, Robert Jolles suggests that a 
realistic expectation is a stimulating 
training session that is “delivered pro- 
fessionally and leaves the participant mo- 





tivated and satisfied.” 

Second is knowledge of the subject 
matter. The discussion leader must know 
the material backward and forward. 
Every audience at a CPE program will in- 
clude CPAs who have worked with the 
material and have questions regarding its 
implementation. 

The third component is being a good 
presenter. The discussion leader sets the 
tone for the whole program. More than 
Just presenting the material, he or she an- 
swers questions, involves participants 
and keeps the program on track. 


How To GET STARTED 
There are many ways to become a dis- 
cussion leader. One approach is to attend 
live CPE programs. State CPA societies 
offer a variety of CPE programming, 
often hiring discussion leaders for 
course materials they have purchased 
from publishers such as the AICPA. The 
advantage to teaching an AICPA course 
offered by a state CPA society is that the 
course materials are already developed 
and are updated regularly. 

Attending state CPA society-sponsored 
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CPE programs allows you to make con- 
tact with the society’s personnel. Tell 
them you are interested in becoming a 
discussion leader and ask how to get 
started. Michael Matthews, the director of 
CPE for the Florida Institute of CPAs, asks 
potential discussion leaders to send a 
one-page biography, including any testi- 
monials received from previous speaking 
engagements. 

Stacey Wilson, the manager of mem- 
ber services for the Indiana CPA Society, 
adds, “We look for people with the po- 
tential to be both dynamic and interac- 
tive. Another aspect is finding someone 
who is very knowledgeable, if not an ex- 
pert, on the topic at hand.” 

The importance of credentials de- 
pends on the nature of the course. 
“If it is a course on digital foren- 
SICS, being an expert 1s more im- 
portant than credentials held,” 
says Allan Bachman, education 
manager for the Association of 
Certified Fraud Examiners. “But 
if it is a course on fraud preven- 
tion, being a Certified Fraud Ex- 
aminer would be a plus.” 

If you want to get a feel for what it is 
like to be a discussion leader, offer to be 
a facilitator (the person who helps with 
the sign-in sheet, distributes material 
and administers evaluations). Being a fa- 
cilitator allows you to interact with both 
the discussion leader and the partici- 
pants. 

If you are nervous about becoming a 
discussion leader, contact a local chapter 
of your CPA society, the Institute of In- 
‘ternal Auditors (IIA) or Institute of Man- 


agement Accountants (IMA) and offer to 
present a short program. Chapters are al- 
ways looking for programming. Short 
programs at this level are usually more ca- 
sual, and participants may have lower ex- 
pectations. 

If you are an expert or have consider- 
able experience with a subject, consider 
writing your own course. Most CPE ven- 
dors are always looking for new pro- 
gramming and would welcome a pro- 
posal. Matthews suggests sending a 
one-page summary of the proposed topic, 
including the targeted audience, the 








course’s objective and what knowledge 
people will walk away with. The AICPAs 
Web site provides a link to all of the state 
CPA societies (www.aicpa.org/yellow/ 
ypascpa.htm). 

If you want to get some training first, 
apply to attend the IIAs Instructor De- 
velopment Course. It is tuition-free and 
runs for 31/2 days. Presentations are taped 


EXECUTIVE SUMMARY 


and critiqued. For more information, 
contact Richard Gipson (richard.gipson 
@theiia.org). 


BEFORE THE CPE PROGRAM 
Once you commit to being a discussion 
leader, you will receive a contract from 
the provider that details what the 
provider expects from you and includes 
information on expense reimbursement 
as well as the honorarium. Most CPE 
providers ask that you return your ex- 
pense form within 30 days, although in 
the’ spirit of cooperation you should re- 
turn it at your earliest convenience. You 
should read the contract carefully, be- 
cause it contains important information 
on what the provider needs from you 
beforehand as well as other expec- 
tations, such as arrival time. Most 
CPE providers ask that you arrive 
at least 30 minutes before the 
_ Starting time, although 60 min- 
utes is a good idea. 
Keep in mind that once you 
sign and return the contract, the 
provider (and everyone who regis- 
ters for the program) is counting on 
you to honor the commitment. Only a se- 
rious medical emergency in your imme- 
diate family should prevent you from 
honoring a commitment to be a discus- 
sion leader. 

The CPE provider should give you a 
Discussion Leader Guide (unless you have 
agreed to write your own course). Typi- 
cally, the guide will contain a full copy of 
the participant manual, along with Dis- 
cussion Leader Notes for each chapter and 


a Microsoft PowerPoint file. You should % 


@ The CPA profession’s contin- 
uing professional education 
regimen requires a supply of class 
presenters, or discussion leaders, 
who in turn receive honoraria, 
CPE credit and the satisfaction of 
imparting valuable skills and knowl- 
edge. CPAs considering becoming 
discussion leaders can take several 
exploratory steps, including facilitat- 
ing live CPE sessions or speaking 


at local CPA chapters. State CPA 
societies often need new discus- 
sion leaders for live CPE presen- 
tations. Course materials can be 
obtained from the AICPA and 
other sources and typically include 
a guide for discussion leaders and 
supporting illustration slides. 

® Some tips for giving a presen- 
tation: Slides should complement, 
not duplicate, oral content. Presen- 


ters should develop strategies to 
encourage group discussion, in- 
cluding asking questions in differ- 
ent ways. When asked a question 
they can’t answer, discussion 
leaders can invite answers from 
the audience or promise to re-. 
search the question and follow 
up later. 

®& After the presentation, dis- 
cussion leaders can learn from 


course evaluations, especially 
any written comments. 


James Schaefer, CPA, DBA, is 

a professor of accounting at the 
University of Evansville, Evansville, 
Ind. His e-mail address is js2@ 
evansville.edu. The author would like 
to thank Stacey Wilson, Michael 
Matthews and Allan Bachman for 
their helpful comments. 
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plan on spending several hours reviewing 
the course material. The more you prepare, 
the more comfortable with the material 
and confident you will be. Your prepara- 
tion schedule should include a good 
night’ rest before the program, to allow 
you to be refreshed and enthusiastic. 


ON THE DAY OF THE 
PROGRAM 
Professional attire, even if it is not re- 
quested or required, helps create a favor- 
able first impression. Introduce yourself to 
as many of the participants as possible. 
They will appreciate it and be more in- 
clined to interact with you. At the begin- 
ning of the program, announce your 
schedule, including breaks and lunch. And 
stay hydrated, as your vocal cords need it. 
Most experienced discussion leaders 
alternate between using PowerPoint, dis- 
cussion, and question-and-answer, espe- 
cially in all-day CPE programs. In fact, ex- 
perienced presenters strive not to 








AICPA conferences 


overuse PowerPoint. In her book Death 
by PowerPoint, Cherie Kerr argues that the 


PowerPoint presentation should only 


serve as a background. 

The AICPA discussion leader guides 
offer several means of explaining the 
course material. For example, the slides 


in mind you don’t need everyone's partic- 
ipation, just enough to keep the audience 
engaged. You could break larger audiences 
into groups to discuss end-of-chapter 
problems, then have each group select a 
spokesperson to give the group’ re- 
sponse. Asking questions also increases 


Do not tell lawyer jokes. You never know who is 
in your audience or who might be offended. 


provided can be used to present inher- 
ently complex accounting topics. And re- 
viewing the end-of-chapter questions and 
problems is a good way to reiterate the 
key concepts without using PowerPoint. 

In the best programs, participants are 
active and involved. If you have a rela- 
tively small group (30 or fewer), you 
could have them all introduce themselves 
and briefly say why they attended. This 
sets up an interactive atmosphere. Keep 





participation. In How to Run Seminars & 
Workshops, Jolles says the best way to get the 
audience involved is effective use of ques- 
tioning. Presenters can begin with a fact- 
based question: “Can anyone...?” and if 
they get no responses, try an opinion-based 
question: “Does anyone have an opin- 
ion...?” The approach works especially well 
with smaller groups. 

Once you get the audience involved in 


the discussion, they likely will have ques- % 







What Challenges Do You Face 
ina Global Accounting Environment? 
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__ How do you meet those challenges? 


Finding solutions to the unique issues faced within an ever-changing global arena can be difficult. 
Come to the place that offers answers — the AICPA International Issues Conference. 


Keynote Speaker: Christopher Cox, Chairman of 
the Securities & Exchange Commission, presenting 


AICPA International Issues Conference 
January 10-11, 2008 


International Business — An SEC Perspective. Pre-Conference Workshops: January 9, 2008 


JW Marriott Hotel Pennsylvania Avenue 
Washington, DC 


For more information or to register, please go to: 


www.cpaz2biz.com/international 
® 
AICPA 





Other speakers will present insights and 

offer practical solutions on: 

e Regulatory issues in international practice 

¢ Country specific issues and solutions 

¢ International tax issues, auditing and accounting 
in the international arena 
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“Implementation of the new 
standards may require auditors 
to change their approach and 
pethaps the nature of the audit 
procedures performed. We 
believe that these standards, 
with support from the AICPA, 
will allow members to find ways 
to improve the effectiveness of 


their audit engagements. ” 


Chuck Landes, 
AICPA Vice President, 
Professional Standards 


and Services 
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. New Risk Assessment 


Auditing Standards 


AICPA Guidance and Resources 


The AICPA’s Auditing Standards Board issued eight Statements on Auditing Standards related to 
risk assessment. These Statements provide guidance on assessing and responding to risks of 
material misstatement in a financial statement audit. They also provide guidance on planning and 
supervision, the nature of audit evidence, materiality and evaluating the audit evidence obtained. 


To provide support in implementing the standards, AICPA has developed resources in a variety of 
formats to best meet your needs: 


e Assessing and Responding to Audit Risk in a Financial Statement Audit 
The Audit Guide provides both authoritative guidance and tools to assist in understanding 
and applying the audit risk standards. 
2006 Paperback 1-Year Online Subscription 
012456JA07 WRAXX12JA07 
(log onto www.cpa2biz.com/AlCPAresource for details) 


Understanding the New Auditing Standards Related to Risk Assessment — Audit Risk Alert 
This Audit Risk Alert highlights key issues, areas of concern and helps identify differences between 
the new audit approach and the current audit approach. 

2006 Paperback 

022526JA07 


Find implementation guidance and earn CPE credit with: 


¢ Auditor’s Risk Assessment Process: Tackling the New Risk Assessment SASs 
Ideal for on-site staff training or individual self-study. 
Text DVD/Manual 
732991JA07 182991JAO0O7 


¢ Risk Assessment Standards — Understanding the Entity and Assessing Risk 
Earn CPE credit while learning how to implement the changes to your risk assessment process. 
CD-ROM 
738800hsJA07 


Also available in the AICPA store: 
© Risk Assessment Suite of Standards (SAS Nos. 104-111) A handy compilation of all eight standards. 
2006 Paperback O60704JA07 


For more information on AICPA’s resources for implementation 
guidance and to order, visit: 


Www.cpa2biz.com/risk 


888.777.7077 
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For more information 

CPAs with successful experience in leading 
seminars can contact the AICPA’s CPE 
office at 214-222-8207 about becoming 

a discussion !eader or author for the Insti- 
tute’s national CPE programs. 


Web site 

Statement on Standards for CPE Programs, 
AICPA and the National Association of 
State Boards of Accountancy (NASBA), 
www.aicpa.org/download/cpe/AICPA- 
NASBA_CPE_Standards.pdf and 
http://registry.nasbatools.com/ 
download/318/Standards.pdf 


OTHER RESOURCES 


Web sites 

National Registry of CPE Sponsors, 
NASBA, www.nasbatools.com/ 
display_page?id=6 

H State CPA societies (directory at 
www.aicpa.org/yellow/ypascpa.htm) 


Course 

_ Institute of Internal Auditors’ Instructor 
Development Course. E-mail Richard 
Gipson at richard.gipson@theiia.org. 


tions for you. Jolles stresses the impor- 
tance of thanking questioners for their 
input as well as not discounting ques- 
tions. You also should develop an ap- 
proach for dealing with questions you 
cannot answer. This happens to every dis- 
cussion leader, and they all worry about 
it. When it happens, give yourself a few 
seconds to think, and make sure you un- 
derstand the question. If in doubt, try re- 
peating the question. This may prompt 
the questioner to elaborate. If you still 
cannot answer the question, admit you 
do not know the answer and ask if any- 
one in the audience can help. Often, 
someone can, and this is where you ben- 
efit from developing skills. Every experi- 
enced discussion leader has asked for 
help from the audience, and when par- 
ticipants contribute, you are really lead- 
ing the discussion. If no one can help, 
offer to research the issue and get back in 
touch with the person asking the ques- 
tion, then move on. 


Finally, do not tell lawyer jokes. You 
never know who is in your audience or 
who might be offended. If lawyers are in 
attendance, they likely are J.D./CPAs, and 
they can be great participants. Avoid any 
off-color, sexist, religious or other com- 
ments that might be offensive. 


AFTER THE PROGRAM 

At the conclusion of the program, you 
may want to give the participants your 
contact information, especially if you 
were unable to answer a question or 
promised to follow up on something. Say 
goodbye to as many people as possible 
and thank them for attending. 

The CPE provider should have made 
some arrangement for the participants to 
complete evaluation forms. The 
provider usually will give you a sum- 
mary of the evaluation results. You 
should spend some time looking at the 
numerical scores and comments and re- 
flect on them. Be sure you understand 
the measurement scale and the wording 
of the responses. For example, if re- 
spondents are rating you on a scale of 
one to five, and a three is “good,” do not 
be upset if your scores do not average 
over a four. Accept the written com- 
ments in good faith and give them care- 
ful consideration. We all enjoy reading 
positive comments about our work, but 
becoming a good discussion leader in- 
cludes carefully considering the more 
critical comments. Most critical com- 
ments are not meant to be personal 
(even if they seem so). As hard as they 
can be to read, ask yourself if they are 
valid. For example, if participants say 
you are too soft-spoken or went too fast 
(or too slowly), give it some thought. 

Regarding the evaluation results, 
Bachman says, “While there are bench- 
mark numerical scores we like to see, we 
also want to know if the discussion 
leader was able to answer the questions 
put forth and keep the audience inter- 
ested. We look for discussion leaders 
who tied the presentation to the course 
material, while tying in their own per- 
sonal experiences. These make for the 
best programs.” % 
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™ Remember that people who show up 
to hear you want to believe that 
you’re smart, interesting and a good 
speaker—William Germano, “The 
Scholarly Lecture: How to Stand 
and Deliver,” The Chronicle of High- 
er Education, Nov. 18, 2003. 

@ Rehearse your presentation, prefer- 
ably with a live audience. This will ¥ 
yield unbelievable results! Also ex- 
plain why your topic is relevant and 
important to CPAs. Participants want 
to leave your presentation with useful 
information and ideas they can apply 
immediately,—Michael Matthews, 
director of CPE, Florida Institute 
of CPAs. 

mi When a speaker is able to elaborate 
on the topic, drawing from his/her 
own experiences, rather than just 
reading from the manual and slides, it 
makes for a much better and well-re- 
ceived course.—Stacey Wilson, 
manager of member services, Indi- 
ana CPA Society. 

im One of the trademarks of good pre- 
senters is that they enjoy their work 
and are committed to a product that 
adds value.—Barbara Wollmer- 
shauser and Jim B. Baker, CSA Sen- 
tinel, January 1997. 

i Maintain a positive attitude when ad- 
dressing questions by your trainees. 
Questions from the trainees demon- 
strate a show of interest in the mate- 
rial as well as an environment con- 
ducive to a discussion.—Robert L. 
Jolles, How to Run Seminars & 
Workshops, 2nd ed., John Wiley & 
Sons, 2001. 

® The sole purpose of a PowerPoint 
presentation is background for your ° 
presentation/show. It should not be 
the whole show.—Cherie Kerr, 

Death by PowerPoint: How to Avoid | 
Killing Your Presentation and Sucking 
the Life out of Your Audience, Execu- 
Prov Press, 2002. - | 
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Balancing Accounting 
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orkforce Excellence 





Need accounting professionals with the skills and aptitude 











to drive excellence in your workplace? Spherion® delivers 


the perfect balance! 





Spherion is a recruiting leader with focused expertise in 
fats accounting and finance industry. For more than 60 
weir we've been helping businesses like yours acquire 
the competent project, contract-to-hire and direct-hire 
accounting professionals they need to stay productive. 


With Spherion, your recruiting initiatives will be 





supported by a team of seasoned financial professionals— 


many who are CPAs themselves. 


Let Spherion provide the talent you need to improve 


bottom-line performance! 
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Boost your consulting practice to a higher level. 


by James Estes, Richard S. Savich and Maya Ivanova 


hat do you do when a client asks you to look beyond the 
standard financial statements and help develop financial 
goals, forecasts and what-if scenarios? If you're like many 
accountants, you’d hunker down with a spreadsheet and begin cob- 
bling together an array of custom worksheets. Then you’d probably 
spend several more hours explaining to the company’s managers, most 
of whom have little or no financial background, what all those num- 
bers mean. 
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You can perform the task faster and create 
a more sophisticated presentation with 
financial analysis software. These products 
condense complex data analyses into easy- 
to-understand graphic presentations. And 
there’ a bonus: Such software can vault your 
practice to a more advanced business con- 
sulting level and help you attract new clients. 

To help you find a program that best fits 
your needs—and your budget—we exam- 
ined seven of the leading packages that rep- 
resent, by vendors’ estimates, more than 90% 
of the market for such products. The prod- 
ucts’ features are summarized in Exhibit 1. 

Although all the packages are market- 
ed as financial analysis software, they don’t 
all perform every function needed for full- 
spectrum analyses; however, as a practical 
matter, not every accountant needs every 
bell and whistle for his or her practice.’As 
you'll see, the prices for the products vary 
widely—from less than $200 to several 
thousand dollars. 

Some vendors offer a trial version of the 
product. Take advantage of that offer. By 
testing the product with live data you can 
be sure the software meets your needs and 






SOFTWARE 





satisfies your clients’ requirements. 

Financial analysis software is a relative- 
ly inexpensive tool that introduces your 
practice to a wide assortment of engage- 
ments. It should allow you to provide a 
unique service to clients. 


THE PRODUCTS 

mACCPAC CFO (Comprehensive 
Financial Optimizer) is designed for small 
and medium-size enterprises and can help 
make business-planning decisions by mod- 
eling the impact of various options. This is 


formance ona monthly, quarterly and annual 
basis. The network can upload a trial balance 
file directly from any accounting software 
program and provide charts, graphs and ra- 
tios that demonstrate a companys perform- 
ance for the period. Analysis tools are viewed 
through customized dashboards. 

@ PlanGuru by New Horizon Technolo- 
gies can generate client-ready integrated bal- 
ance sheets, income statements and 
cash-flow statements. The program includes 
tools for analyzing data, making projections, 
forecasting and budgeting. It also supports 


Financial analysis software allows you to 


pr ovide a unique service toc 


accomplished by demonstrating the what- 
if outcomes of small changes. A roll forward 
feature prepares budgets or forecast reports 
in minutes. The program also generates a 
financial scorecard of key financial infor- 
mation and indicators. 

m= Customized Financial Analysis by 
BizBench provides financial benchmarking 
to determine how a company compares to 
others in its industry by using the Risk Man- 
agement Association (RMA) database. It also 
highlights key ratios that need improvement 
and year-to-year trend analysis. A unique 
function, Back Calculation, calculates the 
profit targets or the appropriate asset base to 
support existing sales and profitability. Its 
DuPont Model Analysis demonstrates how 
each ratio affects return on equity. 

g Financial Analysis CS reviews and 
compares a client’ financial position with 
business peers or industry standards. It 
also can compare multiple locations of a 
single business to determine which are 
most profitable. Users who subscribe to 
the RMA option can integrate with 
Financial Analysis CS, which then lets 
them provide aggregated financial indica- 
tors of peers or industry standards, show- 
ing clients how their businesses compare. 

miLumen regularly collects a clients 
financial information to provide ongoing 
analysis. It also provides benchmarking in- 
formation, comparing the clients financial 
performance with industry peers. The system 
is Web-based and can monitor a clients per- 
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multiple resulting scenarios. The system can 
calculate up to 21 financial ratios as well as 
the breakeven point. PlanGuru uses a 
spreadsheet-style interface and wizards that 
guide users through data entry, It can import 
from Excel, QuickBooks, Peachtree and 
plain text files. It comes in professional and 
consultant editions. An add-on, called the 
Business Analyzer, calculates benchmarks. 

m ProfitCents by Sageworks is Web- 
based, so it requires no software or updates. 
It integrates with QuickBooks, CCH, Case- 
ware, Creative Solutions and Best Software 
applications. It also provides a wide vari- 
ety of businesses analyses for nonprofits 
and sole proprietorships. Its analyses draw 
on RMA data. The company offers free con- 
sulting, training and customer support. It’s 
also available in Spanish. 

aw ProfitSystem fx Profit Driver by CCH 
Tax and Accounting provides a wide range 
of financial diagnostics and analytics. It 
provides data in spreadsheet form and can 
calculate benchmarking against industry 
standards. The program can track up to 40 


periods. 
(See Exhibit 1, next page, for detailed 
feature comparison.) % 


James Estes, CFP, ChFC, CLU, CPCU, is an 
assistant professor at the College of Business and 
Public Administration, California State University, 
San Bernardino. Richard S. Savich, CPA, Ph.D., is 
an associate professor at the college and president 
of ABKO Consulting in Bermuda Dunes, Calif. 
Maya Ivanova is a research assistant at the college. 
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Now in its 60th edition — Accounting 
Trends & Techniques is the must-have 
resource for any CPA who frequently 
creates or uses financial reports. 


Filled with current reporting techniques 
and methods used by the nation’s top 
organizations, this 650-page, easy- 
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the guidance Hay 
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= i = a i j Marne 3 
i ‘eats TAX & ACCOUNTING 
ACCPAC CFO Customized Financial Analysis _ Financial Analysis CS 
(Comprehensive Financial Optimizer) 
6700 Koll Center Pkwy., 1123 Wilkes Blvd., Suite 320, 7322 Newman Blvd., 
Pleasanton, CA 94566 ! Columbia, MO 65201 Dexter, Ml 48130 
800-945-8007 800-568-2290 800-968-8900 
WWW.sagesoftware.com; www.Sageaccpac.com www.bizbench.com http://cs.thomson.com 
options.accpac@sage.com bizbench@gerke.com c5.Sales@thomson.com 
$1,180 $749 $600-$900 
NVA $1,289 $1,600 
Subscription Subscription Subscription 
No No No 
No No Yes 
Yes Yes Yes 
Yes No Yes 
No No No 
No No No 
No No No 
No No No 
No No No 
No Yes Yes 
No Yes = es 
Yes No : NES: 
Vases Yes No 
Yes Yes No 
No Yes Aa (ls 
N/A No No 
No Yes No 
N/A Annually Semiannually 
Yes Yes ( Yes 
Yes Yes Yes 
Yes Yes Yes 
No Yes No 
Yes Yes Yes 
Unlimited Unlimited Unlimited 
No No No 
Yes Yes No 
Yes No Yes 
Yes No No 
No No Yes 
No Yes Yes. 
No No Yes 
Yes Yes Yes 
No No No 
Yes No Yes 
Yes No ~ No 
No Yes g Yes 
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iLumen PlanGuru ProfitCents ProSystem fx Profit Driver (Imports from 
ProSystem fx Engagement and ProSystem fx Tax) 
1375 Spring St., P.O. Box 1837, 5565 Centerview Drive, Suite 201, 21250 Hawthorne Blvd. 
Atlanta, GA 30309 Santa Fe, NM 87504 Raleigh, NC 27606 Torrance, CA 90503 
404-445-1600 888-822-6300 866-603-7029 800-739-9998 
www.ilumen.com www.planguru.com Www.profitcents.com http://tax.cchgroup.com/default 
sales@ilumen.com sales@planguru.com info@profitcents.com 
Ask $299.95 Priced by firm size Ask 
Ask ; $519.95 Priced by firm size Ask 
Subscription Subscription Subscription Subscription 
Yes No No No 
Yes No Yes No 
No Yes No Yes 
Yes Yes Yes Yes 
Yes No No No 
Yes Yes Yes No 
Yes Yes Yes No 
Yes No No No 
Yes No Yes No 
No Yes No Yes 
No Yes Yes No 
Yes Yes Yes No 
Yes Yes Yes Yes 
No. Yes Yes Yes 
Yes Yes Yes Yes 
Yes No Yes No 
No Yes Yes No 
Daily Semiannually Daily . Annually 
Yes Yes Yes Yes 
Yes Yes Yes Yes 
No Yes Yes Yes 
No No Yes No 
No Yes Yes Yes" 
Unlimited 20 Unlimited Unlimited 
No No Spanish/French/UK English No 
Yes Yes Yes Yes 
Yes Yes Yes Yes 
Yes Yes Yes Yes 
No Yes Yes Yes 
No No Yes Yes 
Yes No Yes Yes 
= Nes Yes Yes Yes 
Yes No Yes No 
Yes No No Yes 
Yes Yes Yes No 
Yes 5 Yes No Yes 
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Be Wary of Taxes Sapping 
Life Insurance Proceeds 





Life insurance can provide an “instant” source of 
liquidity to the estate of an owner of a closely held 
business, preferably when the policy insuring the 
business owner's life is held by an irrevocable life 
insurance trust (ILIT). Especially when business 
owners face succession issues, CPAs advising 
them can suggest life insurance as a valuable tool 
in estate planning. Among the points to cover are 
recapture rules for transfer of an existing policy to an ILIT 
(IRC § 2035) and transfer-for-value rules under IRC section 
101(a)(1). 

Transferring an existing policy into an ILIT can shield a 
death benefit from estate taxes and generation-skipping 
transfer taxes. Clients should be advised, however, that 
under section 2035 the proceeds are included in the 
decedent's gross estate if the ownership of the policy was 
transferred to the ILIT within three years of the insured’s 
death. 

Under the provisions of section 101, generally speaking, 
life insurance proceeds received as a result of an insured’s 


death are income tax free. However, if a life insurance policy 


or interest in one is transferred for valuable consideration of 
any form, such as cash or mutuality of promises, then the 
income tax exclusion is not available, and the proceeds are 
taxable. The portion of the proceeds equal to consideration 
paid to acquire the policy or interest in it, plus any future 
premiums paid by the transferee (that is, the transferee’s 
basis in the contract) are received income tax free, but the 
remaining proceeds are taxed as ordinary income. See Treas. 
Reg. § 1.101-1(b)(3)@). 


_ TERM POLICY TRANSFERS TAXABLE 
Even term life insurance policies that have no cash value are 
subject to the transfer-for-value rule. See, for example, 
Private Letter Ruling 7734048. The transfer does not have to 
be of the policy itself. A transfer of some or all of the 
underlying interests in the policy (such as the death benefit 
proceeds) is sufficient to invoke the rule, which is broadly 
defined. For example, the creation, for value, of an 
enforceable contractual right to receive all or a part of the 
proceeds of a life insurance policy may constitute a transfer 
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for a valuable consideration. This would be the case when a 
shareholder of a company who owns a policy on his life is 
contractually bound under a buy-sell agreement to name a 
fellow shareholder as the beneficiary of the policy. Another 
example of a transfer for value would be to name a particular 
person as a beneficiary of the policy in exchange for valuable 
consideration. 

A reciprocal promise can also constitute valuable 
consideration. For example, if several insured co- 
shareholders agree to “gift” their policies to one another to 
fund a cross-purchase arrangement, the reciprocal gifting 
constitutes valuable consideration. Also, if the co- 
shareholders agree to continue paying premiums on the 
“gifted” policies (to fund the cross-purchase agreement), this 
too constitutes valuable consideration. However, if the co- 
shareholders are all partners, then the transaction may be 
exempt from the transfer-for-value rule under the partner- 
protected party exception, which is mentioned below. See 
J.R. Monroe v. Patterson, 197 F Supp. 146 (N.D. Ala. 1961), 
and Private Letter Ruling 199903020. 

On the other hand, a pledge or assignment of a life 
insurance policy as collateral security for a loan or other 
obligation owed by the policy owner is not a transfer for 
valuable consideration. IRC § 101(a)(2) is not applicable to 
amounts received by the pledgee or assignee that are treated 
as a repayment of capital and are therefore generally income 
tax free to the extent of the outstanding debt amount. 
However, insurance proceeds representing interest on the 










































| debt are taxed as ordinary income to the creditor. See Treas. 


Reg. § 1.101-1(b)(4). 

Practice Point. Two income tax issues must be considered 
when selling/transferring a life insurance policy for valuable 
consideration: (1) the transfer-for-value rule and (2) the 
income tax consequences to the seller of the policy. 


EXCEPTIONS TO TRANSFER FOR VALUE 
Under five exceptions in IRC § 101(a)(2), life insurance 
proceeds are received income tax free even if there has been 
a transfer for valuable consideration of a policy or an interest 
in it to: 
1. Anyone whose basis is determined by reference to the 
original transferor’s basis. 
2. The insured (or insured’s spouse or ex-spouse, if 
incident to a divorce pursuant to section 1041). 
3. Partner of insured. 
4. Partnership in which insured is a partner. 
5. Corporation in which insured is a shareholder or 
officer. 





By Sebastian V. Grassi Jr., founding partner of Grassi & 
Toering PLC, Troy, Mich. This article is adapted from his book A 
Practical Guide to Drafting Irrevocable Life Insurance Trusts 
(Second Edition), ALI/ABA (www.ali-aba.org). — 
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ProSystem fx° Knowledge Tools 
ProSystem fx° Engagement 
Accounting Research Manager” 


CCH can help your firm comply with new risk 
assessment standards using ProSystem fx Knowledge 
Tools, the application that leverages the new 
Knowledge-Based Audit (KBA) methodology developed 
by audit experts at CCH and AuditWatch. The KBA 
methodology, combined with Knowledge Tools 
content, seamless integration with ProSystem fx 
Engagement, and links to Accounting Research 
Manager, ensure a streamlined audit process. 


What business need can we help you solve? 


Call 1-877-CCH-6415 or visit 
CCHGroup.com/Paperless4 





TAX MATTERS 


Estate Tax Exemptions and Rates Over Time 


TAX BRIEFS 


CORPORATIONS AND 
PARTNERSHIPS TO TELL 

MORE ABOUT OWNERSHIP 

The IRS issued proposed revisions to Form 
1120, U.S. Corporation Income Tax Return, 
and Form 1065, U.S. Return of Partnership 
Income, that would ask for more owner- 
ship information. Corporations would be 
required to identify individuals who own 
at least 50% of the voting power of all 
classes of the corporation’s stock entitled 
to vote and entities holding at least 10% 
of voting power. The reporting corporation 
also would have to identify other foreign 
or domestic corporations, partnerships or 
trusts in which it owns at least 10% of 
voting stock or interest, as well as any 
disregarded entity it owns. Partnerships 
would list entities having a 10% or greater 
ownership interest in them directly or indi- 
rectly, along with entities in which the 
partnership owns at least a 10% interest. 
In addition, corporations with more than 
$10 million in assets would be asked about 
transfers of interest, cost-sharing arrange- 
ments and changes in accounting meth- 
ods. Pending the results of comments 
received in August and September, the IRS 
plans to have the revised forms and relat- 
ed schedules ready for tax years ending on 
or after Dec. 31, 2008. 


GOVERNMENT EMPLOYMENT 
TAX DELINQUENCIES 
IMPROVED 

The IRS has improved its coordination 
among offices to collect approximately $45 
million in delinquent payroll taxes owed by 
federal government units, plus that owed 
by state and local governments, the Trea- 
sury Inspector General for Tax Adminis- 
tration reported. The report followed a 
2002 TIGTA audit finding that more than 
12,000 government entities at all levels 
were delinquent in reporting or paying 
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employment taxes. TIGTA said then that 
the IRS Tax Exempt and Government Enti- 
ties Division, which contains the Federal, 
State and Local Governments office, lacked 
an effective agreement with the Small Busi- 
ness/Self-Employed (SB/SE) Division, 
which is responsible for collecting delin- 
quent employment taxes, including those 
of governmental entities. Since then, a 
working group between the divisions and 
special unit established by SB/SE to address 
federal government agencies has helped, 
TIGTA said. Still, TIGTA said, the IRS 
should take additional steps to identify and 
address reasons for the delinquencies, 
strengthen case controls and develop 
strategies for dealing with federal fiscal 
constraints upon paying prior-year debts 
from current-year appropriations. 


AICPA ASSESSES FORM 990 
REDESIGN 
The AICPA proposed a list of suggestions 
for the IRS to mitigate what the Institute 
considers increased burdens that will 
result from the new draft of Form 990, 
Return of Organization Exempt From 
Income Tax. 

The AICPAs 990 Task Force said the 


changes improve transparency of report- 
ing, aiding in performance assessment and 
oversight. The panel is concerned, how- 
ever, that rushing implementation of the 
changes will impose significant costs on 
taxpayers and the IRS and may deter tax- 
payers’ efforts to improve the overall qual- 
ity of tax reporting. 

The panel recommends the IRS add an 
executive summary to highlight key infor- 
mation and give users at least a year to 
implement changes after the reporting 
requirements have been finalized and 
published. 

The AICPAs recommendations to 
accommodate successful implementation 
of the redesigned Form 990 include: 

m Timely communication with Form 
990 users throughout the development 
process. 

m Development and testing of systems 
to process new reported information, 
including strategizing on alternatives to 
improve enforcement effectiveness. 

# Communication of reporting require- 
ments to software developers. 

m Seeking feedback from other regula- 
tory agencies on the changes. 

m Educating reporting organizations 
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and their advisers on the changes to give 
them time to implement internal report- 
ing changes. 

The AICPA also recommends changes 
to enhance clarity and consistency in com- 
pensation reporting. 

The AICPASs letter to the IRS com- 
menting on the redesigned Form 990 is 
available at www.irs.gov/pub/irs-tege/ 
redesignedform990comments_aicpa.pdf 
or http://tax.aicpa.org/. 


TAX CASE 


SON OF BOSS GOES INTO 
OVERTIME 

As a general rule, the statute of 
limitations on income tax returns is three 
years, extended to six years under section 
6501 for a substantial omission of gross 
income. Courts in recent tax shelter liti- 
gation involving overstatement of basis 
have declined to apply the longer period. 
However, a recent district court decision 
in Florida extended the statute in a “Son 
of BOSS” basis dispute. 

Nelson Jefferson was the majority 
owner of Florida Electronic Supply Inc. 
(FES), an S corporation. To sell his low- 
basis stock, he engaged in a tax shelter the 
IRS has labeled “Son of BOSS’—a varia- 
tion on an earlier scheme known as Bond 
and Options Sales Strategy. In simple 
terms, these transactions use a new part- 
nership, a contingent liability and a sec- 
tion 754 election to create an increase in 
basis to eliminate gain. 

In November 1998, Jefferson formed 
Brandon Ridge Partners and Brandon 
Ridge Inc., an S corporation. He con- 
tributed to the partnership his FES stock 
and the $3.2 million proceeds of a short 
sale of Treasury securities, along with an 
obligation to cover the sale. The part- 
nership in turn contributed an interest in 
nearly all its assets to Brandon Ridge Inc., 
which Jefferson claimed. allowed the 
partnership to increase its basis by $3.2 
million. Then the partnership sold the 
FES shares to a third party for $3.3 
million, on which it claimed only a 
$31,000 gain on its 1998 return, which 
it filed in September 1999. Jefferson filed 





his individual return that October. 

In February 2006, the IRS adjusted the 
gain to $3.2 million. (An earlier summons 
to the now-defunct law firm of Jenkins & 
Gilchrist allowed the Service to meet the 
six-year limit.) Jefferson argued that the 
three-year statute of limitations barred the 
adjustment, pointing out that the Tax 
Court in Bakersfield Energy Partners and 
Court of Federal Claims in Grapevine 
Imports had ruled in taxpayers’ favor on 
this issue this year (see “You Say Omit, I 
Say Understate,” JofA, Sept. 07, page 83). 
In these cases, the courts based their opin- 
ions on the Supreme Court’s decision in 
Colony Inc. v. Commissioner that the 
extended period requires an omission of 
gross income, and that a basis overstate- 
ment is not an omission. 

In the current case, the district court 
ruled in favor of the IRS based on three 
factors: First, the language in section 
6501 has been changed since the 1958 
Colony decision to apply only to sales of 
goods or services by a business, the court 
said. Second, the court noted that section 
6501 refers to an income amount for 
income tax, versus an item for estate and 
gift tax. It reasoned that since increased 
basis leading to understated income is 
part of the amount of reported income, 
the extended statute could apply. Third, 
the court addressed Jefferson’s alternate 


The Deduction Question: Business or Hobby? 
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argument that the stock sale was ade- 
quately disclosed and thus the three-year 
period should apply. But in this case, nei- 
ther the partnership nor the individual 
return disclosed the contingent liability— 
the completion of the short sale—which 
was the real reason for the adjustment, 
the court said. 

The courts conclusion puts taxpayers 
on notice that adequate disclosure of a tax 
planning (shelter) transaction will include 
every aspect of the transaction and not just 
its general code provisions. If other courts 
follow this part of the decision, taxpayers 
may want to increase their disclosures. 

@ Brandon Ridge Partners v. U.S., 100 
AFTR2d 2007-5347 


Prepared by Edward J. Schnee, CPA, Ph.D., 
Hugh Culverhouse Professor of Accountancy 
and director, MTA Program, Culverhouse 
School of Accountancy, University of Alaba- 
ma, Tuscaloosa. 


TAX CASE 


EMBEZZLEMENT NO EXCUSE 
The Third Circuit recently affirmed a dis- 
trict court's opinion holding a corporation 
liable for payroll taxes embezzled by its 
payroll agent. 

Pediatric Affiliates PA of New Jersey 
(Pediatric) hired PAL Data Processing Inc. 
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(PAL) to handle its payroll needs. PALs 
founder, Menachem Hirsch, would rou- 
tinely send Pediatric a tax form that 
accurately calculated Pediatric’s payroll 
taxes, and Pediatric would remit the funds 
to PAL. However, Hirsch would send only 
part of the payments to the IRS, keeping 
the rest. Hirsch engaged in the same 
procedures with more than 50 clients, 
embezzling more than $2 million. Pedi- 
atric learned of Hirsch’s misappropriation 
in 2002, when it received IRS notification 
that it underpaid its payroll taxes for 1999 
and 2000. Hirsch subsequently pleaded 
guilty to wire fraud and tax evasion and 
received monetary penalties and 37 
months in prison. Pediatric also brought 
suit against PAL and Hirsch for fraud and 
won a $1.2 million judgment. 

Meanwhile, the IRS initiated a levy 
against Pediatric’ assets for the deficien- 
cy. Pediatric claimed it was not liable for 
the deficiency or interest because it had 
paid the correct amount to PAL. A feder- 
al district court in New Jersey held for the 
IRS, and Pediatric appealed. 

The Third Circuit cited the Supreme 
Court case of U.S. v. Boyle for the well- 
established principle that reliance on a 
third party does not excuse a taxpayer of 
its obligations. In addition, a taxpayer 
signs Form 8655, Reporting Agent Autho- 
rization, which states that the agency 
arrangement “does not relieve [it], as the 
taxpayer, of the responsibility to ensure 
that all tax returns are filed and that all 
deposits and payments are made.” 

Pediatric argued that under the doc- 
trine of judicial estoppel the IRS could not 
both charge Hirsch with tax evasion and 
enforce payment against Pediatric. Also, 
Pediatric argued that a holding for the IRS 
would force Pediatric to pay the taxes 
twice. The Third Circuit stated that judi- 
cial estoppel was not applicable in such 
circumstances and noted that although 
Pediatric may have been obligated to pay 
the taxes twice, the IRS would receive 
them only once. Furthermore, the court 
said Pediatric had received an alternate 
remedy in the lawsuit judgment. 

Finally, Pediatric argued that the doc- 
trine of equitable estoppel prevented the 
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IRSs collection of the deficiency. The argu- 
ment was based on an oral representation 
by an IRS appeals officer during adminis- 
trative proceedings that Pediatric should 
not be held responsible for money stolen 
by Hirsch. Finding no written evidence of 
these statements or detrimental reliance on 
the statements by Pediatric, the court held 
the doctrine to be inapplicable. 

@ Pediatric Affiliates v. U.S., 99 AFTR2d 
2007-2240 


Prepared by Laura Lee Mannino, CPA, 
LL.M., assistant professor of accounting and 
taxation, St. John’s University, Jamaica, N.Y. 


TAX CASE 


HORSES, HOUSES AND A 
PROFIT MOTIVE 

Taxpayers who deduct as_ business 
expenses what the IRS might regard as 
spending on an unrelated hobby general- 
ly run a distinct risk of an underpayment 
assessment. In one recent case, however, 
the Tax Court accepted that. two seem- 
ingly dissimilar undertakings could be 
treated as a single activity for purposes of 
the section 183 hobby loss rules. 

A Florida woman, Tracey Topping, 
used her prominence as an equestrian to 
build a business designing horse barns 
and home interiors for wealthy acquain- 
tances and new contacts on the Palm 
Beach-area horse show circuit. For the 
first six years of operations, her combined 
equestrian and design activities showed a 
profit of nearly $1 million. However, the 
Service said Topping’s equestrian activi- 
ties, which by themselves produced a net 
loss, were a hobby unrelated to her design 
work. Thus, it said, her horse show con- 
test winnings and any gains from selling 
horses had to be reported as “other 
income” on her 1040, and _ related 
expenses claimed as miscellaneous item- 
ized deductions subject to the 2% of 
adjusted gross income floor. This deter- 
mination would have cost her more than 
$250,000 in deficiencies for tax years 
1999 through 2001. 

The Tax Court, however, determined 
the two undertakings were a single activ- 


ity because Topping treated them as an 
integrated business based on her eques- 
trian activities, which significantly bene- 
fited her design business. The court noted 
more than 90% of Topping’s client base 
came from her equestrian contacts. In 
response to a subsequent IRS argument 
that. the equestrian activities were non- 
deductible personal expenses, the court 
also agreed with Topping that her expens- 


es associated with the equestrian-related « 


portion of the business were ordinary, 
necessary and reasonable in amount as a 
cost of supporting and building up the 
interior design business. 

The court distinguished Topping’s 
enterprise from several cases cited by the 
IRS in which erstwhile business expenses 
were held to be hobbies: A real estate 
lawyer's polo playing did not materially 
benefit his practice (De Mendoza v. Com- 
missioner, TC Memo 1994-314), nor did 
a CPAs yachting, even though he flew a flag 
from his boat bearing the numerals “1040” 
(Henry v. Commissioner, 36 TC 879). 

@ Tracey L. Topping v. Commissioner, TC 
Memo 2007-92 


Prepared by Steven C. Thompson, CPA, 
Ph.D., McCoy Professor of Business, Texas 
State University, San Marcos, Texas. 


TAX CASE 


WORK PRODUCT STANDS UP 
TO IRS SUMMONS 

The decision in United States v. Textron gives 
taxpayers a boost in efforts to protect tax 
workpapers from an IRS summons, 
although the Services Chief Counsel 
Donald Korb cautions the victory “may be 
short-lived.” The U.S. District Court in 
Rhode Island said the work product privi- 
lege applied to the corporate conglomerate’ 
workpapers even though the documents 
were previously disclosed to an independ- 
ent auditor. The government also failed to 
show “substantial need” for the documents 
to defeat the work product privilege. 

The IRS sought to enforce a summons 
issued pursuant to IRC 8 7602 to force 
Textron to produce workpapers for an 
audit of the tax years 1998-2001. The 


3 


a Wolters Kluwer business 


Save time by working in Microsoft’ Outlook 
Increase the value | deliver clients 

Maintain a secure working environment 
Streamline my business processes 


Let me focus more on my clients and less 
on my workload 


LCi workflow efficient 


Improve my connectivity 


And CCH delivered: 


ProSystem fx® Practice Management 
CCH® Coolbar 


More than 80,000 accounting professionals 
currently use ProSystem fx Practice Management 
to strategically manage their projects, employees, 
marketing, data and integration. Now, integration 
with CCH Coolbar also lets you effectively manage 
your time with real-time access to Practice 
Management data using your everyday tool of 
choice — Microsoft® Outlook. 


What business need can we help you solve? 


Call 1-877-CCH-6415 or visit 
CCHGroup.com/Practice5. 





TAX MATTERS 





audit focused on nine “sale-in, lease-out” 
(SILO) transactions, which the IRS has 
classified as listed transactions engaged in 
for the purpose of tax avoidance, pursuant 
to Treas. Reg. § 1.6011-4(b)(@). Textron 
argued, in part, that the information was 
privileged. 

The workpapers contained the opin- 
ions of Textron’s attorneys and accountants 
regarding the estimated hazards of litiga- 
tion percentages and their calculations of 
tax reserve amounts. The court conclud- 
ed the workpapers were subject to the 
attorney-client privilege and the tax prac- 
titioner privilege of IRC § 7525(a)(1), but 
Textron waived those privileges when it 
disclosed the documents to an independ- 
ent auditor, Ernst & Young. The court still 
denied the government’ motion because 
the workpapers were protected by the 
work product privilege. 

The workpapers fell within the work 
product rule described by the Supreme 
Court in Hickman vy. Taylor, 329 U.S. 495 
(1947), and codified in Federal Rule of 


Line Items 


QSUB IS EMPLOYER 

The IRS issued final regulations under 
which qualified subchapter S_ sub- 
sidiaries (QSubs) and other disregard- 
ed entities—rather than the entities’ 
owners—are responsible for reporting 
and paying employment taxes. The 
rules represent a change from tempo- 
rary provisions of Notice 99-6, under 
which either the entities or their owners 
could be regarded as the employer for 
purposes of reporting and paying 
employment taxes. The final regula- 
tions, issued as Treasury Decision 
9356, also designate disregarded 
entities as responsible for some excise 
taxes and clarify that an owner of a 
disregarded entity treated as a sole 
proprietorship is subject to self-employ- 
ment taxes. The employment tax provi- 
sions apply to wages paid on or after 
Jan. 1, 2009. 


Civil Procedure 26(b)(3). The court said 
the materials contained the “mental 
impressions, conclusions, opinions, or 
legal theories of an attorney or other rep- 
resentative of a party concerning the liti- 
gation,” and the materials were created 
“because of” anticipated litigation. Textron 
would not have created the papers had it 
not anticipated a dispute, the court said. 
The court noted that the “because of” test 
adopted by the First Circuit is less restric- 
tive than some other circuits, which 
require that anticipation of litigation be 
the “primary purpose” the materials were 
created for work product privilege to 
attach. 

Disclosure to the independent auditor 
did not waive the work product privilege 
because Ernst & Young did not have an 
adversarial relationship with the taxpayer 
and had a professional obligation under 
AICPA Code of Professional Conduct sec- 
tion 301 not to disclose confidential infor- 
mation without the consent of the client, 
in this case Textron. Furthermore, the 


FIVE-CARD WITHHOLD ’EM 

On the heels of a Tax Court decision that 
held a poker tournament to be a wager- 
ing activity subject to IRC § 165 gam- 
bling loss limitations (Tschetschot v, 
Commissioner, TC Memo 2007-38, 
appeal pending in Eighth Circuit, filed 
9/7/07, docket no. 9498-03), the IRS 
has issued a revenue procedure specify- 
ing that casinos and other sponsors of 
poker tournaments must report winnings 
of more than $5,000 and withhold 25% 
tax. The IRS will waive liability for addi- 
tional tax or additions to tax for withhold- 
ing violations under the section, provided 
that tournament sponsors meet all infor- 
mation reporting requirements. Rev. 
Proc. 2007-57 is effective for payments 
made on or after March 4, 2008. 


ESTATE TAX TAKE LITTLE 
CHANGED 

Despite higher exemptions of taxable 
estates and far fewer returns filed, rev- 
enue collected from the estate tax 


court said, the determination of Textron’ 
tax liability must be based on factual infor- 
mation, none of which would be found in 
the requested workpapers. 

IRS Chief Counsel Korb said “nothing 
in the decision undermines the IRS poli- 
cy of seeking tax accrual workpapers when 
appropriate.” The records are “produced in 
the ordinary course of business for non- 
litigation purposes,” he said, essentially to 
conform with SEC regulations, and are not ' 
protected by the work product privilege. 

Future litigation in this area could 
determine whether the public disclosure 
of workpapers on tax positions required by 
FASB Interpretation no. 48 waives the 
work product privilege. The years con- 
tested in Textron predate FIN 48, which 
applies to periods beginning after Dec. 15, 
2006. 

@ U.S. v. Textron Inc., 100 AFTR2d 
2007-5221 


Prepared by JofA staff member Jeffrey 
Gilman, J.D. “ 


slipped only slightly from 2001 to 2005, 
the IRS said. The number of returns fell 
98%, but total estate tax revenue 
declined only 8% to $21.6 billion. The 
phenomenon indicates that estates with 
less than $1.5 million, the exemption 
amount for 2004, account for a relative- 
ly small share of estate tax liability, the 
IRS said. The phenomenon is likely to 
persist through 2010 as the tax attenu- 
ates and disappears before returning in 
2011 to levels of a decade earlier. 


DEFERRED COMPENSATION 
DOCUMENTATION DEADLINE 
EXTENDED 

Employers now have an extra year, until 
Dec. 31, 2008, to bring documentation 
of nonqualified deferred compensation 
into compliance with final regulations 
under IRC § 409A, issued in April. 
Although IRS Notice 2007-78 also pro- 
vided other transitional relief, it did not 
postpone the regulations’ Jan. 1, 2008, 
effective date. 
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FROM THE TAX ADVISER 


WORK OPPORTUNITY TAX CREDIT EXPANDED 


Hiring Incentives larget 
Veterans, Rural Counties 


he work opportunity tax credit (WOTC) has 

been in existence for years; however, the Small 

Business and Work Opportunity Tax Act of 

2007, PL. 110-28 (SBWOTA), expanded the 

definition of some of the target groups, creat- 

ing tax incentives that will affect more clients 
than originally expected. SBWOTA expanded the definition 
of qualified veteran to include certain disabled veterans and 
broadened the definition of a targeted group of high-risk 
youths, now referred to as designated community residents 
(DCRs). 

The changes are effective for employees 
hired after May 25, 2007, and the WOTC 
will now sunset after Aug. 31, 2011. 
SBWOTA also permits individuals and cor- 
porations to claim the WOTC against the 
alternative minimum tax for tax years 
beginning after Dec. 31, 2006. 

A qualified veteran now includes a per- 
son entitled to compensation for a service- 
connected disability who is hired not more 
than one year after a discharge or release 
from active duty in the U.S. armed forces or 
whose aggregate periods of unemployment 
during the one-year period ending on the 
hiring date equal or exceed six months. 

A DCR is defined as someone who is at 
least 18 years of age, but not yet 40, on the hiring date and 
who has qualified wages for services performed while his or 
her principal place of abode is within an empowerment zone, 
enterprise community, renewal community, or rural renewal 
county. 
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RURAL RENEWAL COUNTIES 

The rural renewal county is a new qualifying area added to the 
WOTC. It is defined as any county outside a metropolitan sta- 
tistical area that had a net population loss during the periods 
1990-1994 and 1995-1999. This definition includes 408 
counties, covering 32 states and approximately 13% of all 
U.S. counties. The instructions to Form 8850, Pre-Screening 
Notice and Certification Request for the Work Opportunity Credit, 
list all the rural renewal counties. 
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Employees must be certified by a designated local agéncy 
as being members of a targeted group for their employer to 
claim the WOTC. Employers must make a written request to 
their state work force agency for certification within 28 days 
of the hire. To apply for WOTC certification, employers must 
complete Form 8850. On receipt, the state WOTC coordina- 
tor for the work force agency must certify the job applicant as 
a member of the targeted group. Once this step is complete, 
the employee must meet the minimum number-of-hours- 
worked requirement (400 hours for maximum credit and 

120-399 hours for partial credit). 


MAXIMUM CREDIT DEFINED 
The maximum credit is 40% of an employ- 
ee’s qualified first-year wages, limited to 
$2,400 per employee; the partial credit rate 
is 25%, limited to $1,500 per employee. 
Employers can claim the credit by filing 
Form 5884, Work Opportunity Credit, with 
their annual income tax returns. Clients 
should be educated now so they do not 
miss out on the credit for future eligible 
hires. Employees hired after May 25, 2007, 
are eligible; but because employees need to 
be certified, employers must know the rules 
from the beginning of the hiring process to 
qualify. 

For a detailed discussion of the issues in this area, see “The 
WOTC Expanded,” by Heather Leggiero, CPA, J.D., in the 
November 2007 issue of The Tax Adviser. 


—Alistair M. Nevius, editor-in-chief 
The Tax Adviser 








| Subscribe ie CPE Direct — the easy, 


low-cost way to keep up with current 
developments and earn CPE credit. 





CPE Direct is a low-cost, high-yield way to earn CPE credit, build essential skills and stay up to date on critical topics 
in financial accounting, auditing, taxation and more. Importantly, it’s based on articles taken directly from the magazine 
you're already reading — the Jounal of Accountancy. 


Written by experts and covering hot-button issues, emerging trends and innovative ideas, these articles 
are combined with supplementary materials into cohesive study units that become a value-added 
training tool delivering up to 48 CPE credits a year. 







CPE Direct offers value, convenience and flexibility. 
e Study at your own pace e Review and final exam questions in 


e Take CPE Direct with each chapter 
you anywhere e Study guides at the end of each quarter 
Objectives: 


¢ Gain practical, in-depth analysis and insight 

e Remain up to date on current developments 

e Recognize new issues affecting your practice, clients or company 

© Develop action plans 

e Maintain skill levels in accounting, taxation, management and technology 


Prerequisite: None 
Field of Study: A mix of accounting, auditing, tax and professional 
management subjects “Thanks to CPE Direct, 
Level: Basic Format: Study Guide | stay current with the timely 
Recommended CPE Credit’: 12 hours each quarter issues in my profession 
(March, June, September, December) co 
and earn CPE credit, too.” 


CPDXX12LB07 Peter Clark, CPA 
AICPA Member $169.00 / Nonmember $211.25 


Satisfaction Guaranteed 
If you are not convinced that CPE Direct is everything we say it is, you may cancel your subscription at any time and receive a refund on all unmailed issues. 


Online Grading is Fast, Easy and FREE! 

With AICPA’s online grading option, you can get results immediately and then print out your own CPE completion certificate. Or you can mail your completed exam for standard grading. 
Either way, a score of 75% or better entitles you to a certificate and 12 recommended CPE credits each quarter. CPE requirements vary from state to state, Contact your state board for 
information concerning your state’s specific requirements. 

Note: The North Carolina State Board of Accountancy does not accept CPE Direct credit toward its requirements. Other state boards of accountancy may limit the number of CPE Direct 
credit that can be used to meet their requirements. You should contact your state board of accountancy to see if CPE Direct credit can be used to meet CPE requirements. 


‘CPE Requirements and Credits 
Credits for AICPA CPE self-study courses are based on a 50-minute hour in compliance with the Statement on Standards for Continuing Professional Education (CPE) Programs issued jointly by the AICPA and NASBA. 
For more information, visit www.cpa2biz.com/cperequirements. 


A, CS _/  AICPAis registered with the National Association of State Boards of Accountancy as a Quality Assurance Service (QAS) sponsor of continuing professional education. Participating state boards of 
€ stl accountancy have final authority on the acceptance of individual courses for CPE credit. Complaints regarding QAS program sponsors may be addressed to NASBA, 150 Fourth Avenue North, 
auastry sazuaance seacies Suite 700, Nashville, TN 37219-2417. Web site: www.nasba.org 





www.epa2biz.com 
888.777.7077 











Post-Conference Workshops: 
Wednesday, November 28, 2007 
CPE Credits: 16.5 (main), 6 (optional) 





CPE Credits: 14 





: Conference Highlights: 


: e@ Retirement Planning - 
: e Eldercare 

- © Estate Planning 

: e Divorce Issues 

: © Tax Strategies for Small Businesses 

> e Insurance Planning 

: @ And More! 


: Conference Highlights: 
: © The national financial, accounting, and regulatory 


conference of the year 


: © Latest rules and pronouncements from SEC, NYSE, 


and NASD 


: © Sarbanes-Oxley update 
: ® Latest accounting and auditing issues affecting 


broker-dealers 


AICPA National Conference on Current SEC 


and PCAOB Developments 





: Simulcast Locations: 
> © Chicago, IL 

: e Houston, TX 

- © New York, NY 

: © San Francisco, CA 

: e London, UK 


ee Federal Real Estate tes Conferaiee 


i 
u 








CPE Credits: 16 


Conference Highlights: 
ne Back to Basics — 704B Allocations — What works - 


and what doesn’t 


e Year in Review 
: © Estate Planning for Real Estate Entrepreneurs 





AICPA Employee Benefit Plans Accounting, Auditing 


and Regulatory Update 





CPE Credits: 11 








Pre-Conference siete 
Wednesday, January 9, 2008 
CPE Credits: 17.5 (main), 3 (optional) 





: Conference Highlights: 
: © Keynote Presentation: Pension Security Challenges 


— Today and in the Future, David Walker, Comptroller 
General of the United States 


; ¢ Investments and Fair Value 
ie Limited Scope Certification Issues 


: Conference Highlights: 
: © Keynote Speaker, Chairman Christopher Cox, Securities 


and Exchange Commission, “International Business - An 
SEC Perspective.” 


e Accounting for income taxes (FAS 109/FIN 48) in 


international operations 


; Country specitic issues and solutions for doing business 


in Asia, Canada, Mexico and the EU 


: eA case study on IFRS conversion 
: e Current developments in transfer pricing 
: ¢ International application of SOX 404 


AICPA Advanced aoroore Financial Planning Conference 





Pre-Conference Workshops: 
Sunday, January 20, 2008 
CPE Credits: 24 (main), up to 9 (optional) 





AICPA Nosional Business . : 


Valuation Conference ~ 
December 2-4, 2007 


Sheraton New Orleans, ns, New reas, oo 


: Conference Highlights: 


; e Advanced Tax Planning for Retirement Distribution 
: © Best Practices & Business Models 

: © |RA Alternative Investments 

; © Keynotes presentations include: US Economy 


Forecast and Behavioral Forecast 


‘Nat nal | Construction | 
- Industry Conference — 
December 13-14, 2007 

ee e ee Wwe 





To learn more, visit www.cpa2biz.com/conferences | 








Technology Q&A 


by Stanley Zarowin 


\ 


Toggle the Web page toolbar off and on...Get organized with a window that summarizes a 
file's contents...Excel has its own Track Changes...A better idea ¥ 


EN oe THE WEB PAGE TOOLBAR OFF AND ON 
This may seem like a minor problem, but it’s very 
irritating. When I’m examining a Web page, the 
special toolbars at the top of my screen (such as 
EarthLink’s and Google's) not only take up a chunk 
of real estate, they are a visual distraction. On the other hand, I 
want those tools to be readily available when I need them. Is there 
some way to sort of have my cake and eat it? 

By pressing F1l you can toggle those toolbars on and off. 

It’s that easy. 
















..now you don’t. 





GET ORGANIZED WITH A WINDOW THAT 
SUMMARIZES A FILE’S CONTENTS 
My weak spot has always been organization—sorting and 
finding files. In those days when we used paper files and 
had ‘secretaries, I left that chore to the staff. But now its my 
responsibility. I've been told there’s a way to get Windows Explorer 
to help by giving me a brief description of a file’s contents—more 
than just the name of the file—but I can’t seem to make it work. 
Can you help? 
ae file’s Properties function in Windows Explorer can per- 
form that job. The screenshot below is an example of a cus- 
tomized message (on the left) that can be made to appear when 
you open Explorer to check out a file. 


Now you see it... 





A Mindspring Spam Block "¥? My Yahoo! ot eR Tope: Nation [SF 
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This file indudes the TQA column for Now 2007, 





To create that format you first have to set Explorer to display 
more than the default data it usually shows. Begin by opening 
Explorer and clicking on the View icon in its toolbar and then 
on Details (see screenshot below). 


Thumbnails 
Tiles 
Toons 
List 

® Details 
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That will display Explorer's default property categories. In my 
case (see screenshot below) its Name, Type, Size, Date 
Modified. 





May 97 TQA.doc 
april 2007-128-Zarowin-v3.doc 


Tech Q&A july 07.doc 
8) c-TQA April 07.doc 


Ww} C-TQA Aug 07-5Z.doc 3/24/2007 4:52 PM 


To expand the display to show a file’s description, we'll add 
Comments to this default list. To do that, click on View and then 
on Choose Details. 





That opens a large menu of categories, with checks next to 
those that already are displayed. Place a check next to Comments 
and to any other category you may want to add to the display. 
Be aware, however, that if you add too many, your Explorer screen 
may get so clogged with information that searching will be 
impeded. Note also that you can customize the location of the 
options by moving them with the Move Up and Move Down 
buttons on the right. You can also adjust the width of each 
category column. 


































When done, click on OK. Since that will immediately display 
the category you selected on the screen, you can easily return to 
the list and make further adjustments. 

Also, you can reorder the listing by left-clicking on any of the 
category titles. If the category is composed of words, the click 
will alphabetize the list by the first letter; if the category is a num- 
ber, such as file size, it will sort them accordingly. Another click 
will sort them in reverse. 


EXCEL HAS ITS OWN TRACK CHANGES 
I recently noticed that Excel’s toolbar has a Track Changes 
function. Intrigued, | opened it, figuring it was like Track 
Changes in Word, but when I noticed that it involved a Shared 
workbook, I decided I may be creating a security problem, so I 
backed off. Was my worry justified? Can I use it without a Shared 
workbook? 
You need not worry. While it is true that when you engage 
it, Excel automatically goes into the Shared workbook mode, 
you can sidestep the problem by not storing the file in a place 
where anyone else can access it. That way there is no security 
danger. 

Excel's Track Changes is a very handy tool. It works some- 
what like the Word version in that it records a history of any 
changes made to a workbook—with the exception of format 
changes. And like Word's Track Changes, much of its operation 
is quite intuitive, but I will mention some of the steps that might 
temporarily bog you down. 

To launch it, open a worksheet, click on Tools, Track 
Changes and then on Highlight Changes. Notice in the screen- 
shot below that the command directly under it, Accept or Reject 
Changes, is dimmed—and that’s because it’s not yet engaged. 






Accept or Reject Changes... 


RTE 


Compare and Merge Workbooks... 


eereccetnrn 





To start it up, place a check next to Track changes while 
editing. This also shares your workbook (see screenshot 


[2372500 
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At any point you can review and accept or reject changes. To 
do that, click on Tools, Track Changes, Accept and Reject 
Changes. Then make your When, Who and Where choices. 


Next you have to set up your defaults by clicking on the down 
arrows next to When, Who and Where. Before you do anything, 
explore all the options they offer. 




















ah, ee 


jNot yet reviewed 
f&: |Since date... 





Then click on OK and decide which changes to accept or 
reject. 





If you want the whole worksheet monitored by Track 
Changes, do not place a check next to Where. But if you want 
Track Changes to record only a section of the worksheet, click 
on Where and highlight that section. As the screenshot below 
shows, that portion will be set up automatically for monitoring. 


410] 10,670 | 
| 
%t 25] 2,377 | 
& 43] 1,261 | 





Now we get to the best part of Track Changes. At the bot- 
tom of the Highlight Changes screen you probably noticed a 
box labeled List changes on a new sheet. That line remains 
grayed out until aiter you save changes. 





After you've customized the options and clicked on OK, Excel 
will warn that doing so will Save the Workbook. It will allow 
you to Continue or Cancel. Click on Continue, and the work- 
book will become Shared. All changes will be tracked. 





After you make a change in a cell, Track Changes records it 
and posts a black triangle in the upper left corner of the cell. 
When you pass your cursor over the cell, this screen will pop 


up. 





Zarowin, 6/19/2007 10:11AM: 
Changed cell C17 from '500.00' to 


600.00. If you subsequently place a check in the box, a history work- 


sheet is created that contains loads of information. Because there 
is so much data, Excel defaults it with AutoFilters formatting 
for easy viewing (see screenshot at top of next page). 








90 Journal of Accountancy November 2007 


TECHNOLOGY Q&A 





A BETTER IDEA 
In the March issue (page 77), in. an item about 
how to format a screen to cope with dyslexia, 
I mentioned ways to adjust your screen size 
without affecting the text format. Reader Linda 
| L. Willis, a CPA with LAC+USC Expenditure 
The histo > history ends with te changes saved ‘on yn 6/19/2007 at a 106 PM. moce | l é [ Management, Los Angeles, suggested a faster 
ae po ee 1 way: Hold down the Ctrl key as you roll the 
wheel on your mouse (away from you to in- 
Be aware that once you save the workbook, the history sheet | crease the screen size and toward you to shrink it). ~ 
will be deleted. But you can display it again by going to Tools, 
Track Changes, Highlight Changes. Check the List changes | stanley Zarowin is a contributing editor to the JofA. His e-mail address is 
on a new sheet option and click OK. stanley.joatech@gmail.com. 











Do you have fee netouy ee jor this column? ba ator reading an nae ju have a better solution? § Send them to me via emai at 










a bapeibte for me to test tent in the eatlor reditio ; 
function. | sponges for the i inconvenience. : 


To find answers FAST, turn to 





manual | 


With more than 1,500 pages, The Accountant’s Business Manual is a proven-dependable 
complete “quick answer book” for a wide array of business, legal, tax and financial questions. 
Updated twice a year to keep you current on new developments and trends, this two-volume 
loose-leaf bestseller saves you time with broad topical coverage in important areas such as: 


e Individual and corporate tax changes ¢ Obtaining financing ¢ Investment vehicles 
e Insurance ¢ Employment regulations « Cash management ¢ And more 


The accompanying CD-ROM Toolkit provides over a hundred checklists, sample letters, and 
interactive worksheets you can put to work in your practice immediately. To help you handle 
all types of questions quickly and easily, turn to this trusted one-stop source. 





No-Risk Guarantee 

Order today at www.cpa2biz.com to receive you two-volume Manual with CD-ROM Toolkit. 029418JA08 

Look forward to updates shipped twice a year. If for any reason you are not satisfied, simply 

return in saleable condition within 60-days and owe nothing. AICPA Member $170.00 _ 
Nonmember $212.00 


° 2bi 
MA 380.777.7077 
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ie It isn’t just found on a spreadsheet. 


At Reznick Group, balances aren't just found on spreadsheets. 
They're found in the work and lives of our people. Here, you 
have the opportunity to stand out, make a difference and be 
yourself. Ranked among the top 20 public accounting firms 
in the country, we are the employer of choice for over 1,400 
industry experts who work together to provide accounting, 
tax and business advisory services to clients nationwide. 










Why do the best and brightest professionals come to 
Reznick Group? Because, like us, they appreciate a pro- 
gressive, entrepreneurial culture in which personal achieve- 
ments are applauded and creativity is encouraged. And our 
unique approach to business really pays off. We have the 
highest percentage of women partners in our industry and 
we've been named a “Best of the Best Firm” by Inside 
Public Accounting for three consecutive years. 











To learn more about our dynamic organization and view our 
up-to-the-minute career opportunities, please visit our website. 
EOE, M/F/D/V 







: Reznick 
Group 


The Whole Equation. 













Wwww.reznickgroup.com 






Atlanta | Austin | Baltimore | Bethesda | Birrningham 






Charlotte | Chicago | Los Angeles | Sacramento | Tysons Corner 

















The Exclusive Online Job Board 
of the AICPA 
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or a sound career? 


e Post your resumé online 
for leading employers 
to find 


e Search lots of accounting 
and finance jobs online 


e Receive emails with 
jobs that match your 
qualifications 


e Track the progress of 
your applications 24/7 


WWW.cpa2biz.com/careers 


Yay 
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Inside AICPA 


ALPFA and NABA scholarships awarded...New director of Congressional and Political Affairs 
named...Elijah Watt Sells winners announced...Beta Alpha Psi scholarship program 
approved...Wallace Olson obituary... Where to Turn 





SCHOLARSHIPS 
CELEBRATE 
DIVERSITY 
he AICPA recently award- 
T= three scholarships to 
outstanding accounting PP 
students. : 








Ostine Swan (left) and 


Two scholarships were award- 
Ines Flores 


ed at the Association of Latino Pro- 
fessionals in Finance and Accounting’s annual convention 
in August. 

Beatriz S. Rengifo, a senior accounting and finance major 
at Fairleigh Dickinson University in New Jersey, received the 
Women of ALPFA scholarship. She is an intern with Pricewa- 
terhouseCoopers and works as a seasonal tax specialist at 
H&R Block and Brunhofer and 
Balise CPA Services. 

Ines Flores, a senior account- 
ing and management major at 
Florida International University in 
Miami, received the second 
ALPFA scholarship. She is presi- 
dent of the Invitational Club for 
Scholars, a member of the Beta 
Alpha Psi honor society and last 
year was an audit intern for De- 
loitte & Touche. 

The third scholarship was 
awarded to Wesley Bullock, a five-year MBA candidate 
with a concentration in accounting at Howard University in 
Washington, D.C., at the National Association of Black Ac- 
countants’ 36th Annual 
National Convention in 
June. 

All three scholarships 
were presented by Os- 
tine Swan, CPA, AICPA 
senior manager-—Diversity, 
Work/Life and Women’s 
Initiatives, Academic & 
Career Development. 





Wesley Builock 


Swan and Beatriz Rengifo 








NEW DIRECTOR FOR A NEW POSITION 


at Young has joined the 
AICPA as director of 
Congressional and Politi- 


cal Affairs. 

In this newly created position, he 
will help cover issues including the 
Sarbanes-Oxley Act and tax policy 
for the Institute. Young reports to 
Mark Peterson, vice president—-Con- 
gressional and Political Affairs, in 
the Washington, D.C.., office. 

Young previously worked as an independent political con- 
sultant and as director of economic policy for Sen. Debbie 
Stabenow, D-Mich. 


HIGH EXAM-SCORERS RECOGNIZED 





Mat Young 


sented to the 10 candidates earning the highest cumu- 
lative scores on the four sections of the Uniform CPA 
Examination. 

The award was created in 1923 to honor Sells, one of 
the country’s first CPAs under the provision of a New York 
state law enacted in 1896. He was also a leader in advanc- 
ing professional education. 

Candidates must have completed testing during the pre- 
vious calendar year and passed each exam section on their 
first attempt. 

The winners are: 

H |rene Altman, a graduate of the University of California, 

Santa Barbara, working at KPMG in San Francisco. 
™@ Jeffrey P. Barrows, a graduate of the University of North 

Carolina at Chapel Hill, working at Pricewaterhouse- 

Coopers in Charlotte, N.C. 

@ Jonathan Patrick Booth, a graduate of Louisiana State 

University, working at KPMG in Baton Rouge, La. 

@ Lina Ginan Dimachkieh, a graduate of the University of 

Texas at Austin, attending Harvard Law School. 
® Robert W. Hybiak, a graduate of the University of Denver, 

working at Deloitte & Touche in Denver. 


‘T= AICPA’s 2006 Elijah Watt Sells Awards were pre- 





November 2007 Journal of Accountancy 93 


INSIDE AICPA 





@ Jason B. Jiskoot, a graduate of the 
University of Northern lowa, working 
at the Pella Corporation in Pella, 
lowa. 

@ Keith A. Piwko, a graduate of Michi- 
gan State University, working for 
Plante & Moran in Auburn Hills, 
Mich. 

@ Kurt B. Piwko, a graduate of Michi- 
gan State University, working for 
Plante & Moran in Clinton Township, 
Mich. 

M@ Svetlana Rodinskaya, a graduate of 
St. Petersburg State Polytechnical 
University in Russia, working at 
Ernst & Young in St. Petersburg. 


@ Wendee Mariko Shinsato, a gradu- 
ate of Hawaii Pacific University, 
working at the Defense Contract 
Audit Agency in Los Angeles. 


NEW SCHOLARSHIP 
PROGRAM FOR 
INSPIRATIONAL STUDENTS 


he AICPA will fund three prizes of 
‘T sec each for the Medal of In- 
spiration program for Beta Alpha 
Psi for the year 2007-2008. 
Under the program, members of the 


accounting, finance and information 
systems honors society will nominate 


OBITUARY 


themselves or be nominated by another 
current Beta Alpha Psi student. Nomi- 
nees must write an essay describing 
their experience overcoming extreme 
hardship or making an impact on some- 
one else’s life. 

Three students with the most inspi- 
rational stories will receive cash schol- 
arships and medals, which are expect- 
ed to be presented in August 2008. 

The goal of the program is that the. 
sharing of such stories will inspire other 
students to find “greatness” in them- 
selves, according to Stephanie Bryant, 
president of Beta Alpha Psi, who con- 
ceived the program. 


Former AICPA President Wallace Olson 


Wallace “Wally” E. Olson, AICPA president 
from 1972 to 1980, died Sept. 20, at his 
home in Onalaska, Wis. He was 86 years 
old. 

“He presided over an organization and a 
CPA profession undergoing rapid and un- 
precedented change,’ said Gary John Pre- 
vits, CPA, professor of accountancy at Case 
Western Reserve University in Cleveland. 

_ In the early 1970s, Olson was a member 
of the Study on Establishment of Accounting 


helped restructure the AICPA's code of con- 
duct, which led to the establishment of the 
Public Oversight Board and the division for 
firms. 

“Questions had been raised about the 
quality of audits, auditor independence and 
federal regulation of the profession” said 
Philip B. Chenok, who succeeded Olson as 
president and served until 1995. “Under 


_ Wally Olson's leadership, the profession ac- 


knowledged that to maintain its self-regulato- 


Principles (Wheat Committee), which rec- 
ommended the establishment of an inde- 
pendent body, the Financial Accounting 
Standards Board, to keep accounting stan- 
dards in the private sector. 

“Wally led the AICPA during the first significant phase of 
Congress’ oversight of the profession,’ said Barry Melan- 
con, CPA, AICPA president and CEO. “The challenges of 
the day were very significant. He was the first staff president 
of the AICPA and oversaw tremendous growth in the num- 
ber of CPAs. His place in the history of our profession is se- 
cure.’ 

Olson documented the significant occurrences in the 
profession, such as the completion of the Wheat and True- 
blood committees’ reports, in his book, The Accounting Pro- 
fession: Years of Trial, 1969-1980, published by the 
AICPA in 1982. 

Olson, a member of the Institute since 1949, also 


ry status, it needed to strengthen accounting 
and auditing. Many of the self-regulatory ef- 
forts that have been undertaken subsequent- 
ly can be attributed to Wally’s forceful calls 
for change’ 

Olson served in World War II as an officer aboard the 
USS Epping Forest in the Pacific Theater. 

Following the war, Olson began his accounting career as 
an auditor in the La Crosse, Wis., office of Alexander Grant 
& Co. (now Grant Thornton). In his more than 25 years with 
the firm, he rose to become its executive partner and led it 
as it expanded internationally to join firms from Australia, 
Canada and the U.K. in the late 1960s. 

In 1980, Olson was the recipient of the AICPA Gold 
Medal, which recognizes significant contributions to the pro- 
fession. And, in 1994, he won the John J. McCloy Award, 
given by the Public Oversight Board to honor those who 
have made outstanding contributions in auditing. 





















94 Journal of Accountancy November 2007 











INSIDE AICPA 





AICPA...Where to Turn 


Member Service Center 
1-888-777-7077 


@ Option #1 Orders/CPE/Conference Inquiries 

® Option #2 AICPA Membership Inquiries Including Dues 

® Option #3 Webcast/AICPA.org Web Site/CPA2Biz Including 
Log In & Access Inquiries 


@ Option #4 AICPA Credentials or Membership Sections In- 
quiries 

@ Option #5 Professional Ethics/Account & Auditing Hot- 
line/Library Services 


Monday-Friday 9 a.m.—6 p.m. ET 
220 Leigh Farm Road - Durham, NC 27707 


Fax: 1-800-362-5066 « service@aicpa.org * www.aicpa.org 


AICPA Contact Information — 
AICPA TOSCO 8 919/402-4440 
CPA Accessory Collection (Big Game Outfitters)........... 212/596-6299 
CPALOSO =. 8 212/596-6114 
Tid-party lose requests §..2... Ss 212/596-6107 
ALCPA Foundation = 919/402-4995 
AICPA Political Action Committee (AICPA PAC) ...... .... 202/434-9276 
"Academic and Career Development ..........--....-+--- 919/402-4939 
Student Recruitment Programs and Products.............. 919/402-4939 
Recruiting Materials for the Profession................... 919/402—4006 
Accounting and Auditing Publications................... 201/938-3794 
Accounting anc Review Services... 212/596-6250 
Accounting Standards (www.pcfr.org) ............00.22-. 212/596-6167 


Advertising—Classified (Journal of Accountancy, The Tax Adviser) 800/237-9851 


Advertising—Display (Journal of Accountancy, The Tax Adviser) . . 919/402-4886 
Antifraud & Corporate Responsibility 
Resource Center a www.aicpa.org/antifraud 


‘Audit & Accounting Technical Information Hotline ........ 888/777-7077 
_Audit Committee Effectiveness Center........... Se ACMS@aicpa.org 
Audit Quality Centers: 
Center for Audit Quality Gwww.thecaq.org)......... .. 888/817-3277 
Employee Benefit Plan (www.aicpa.org/ebpaqc)........ 202/434-9253 
Governmental (www.aicpa.org/gaqc)................. 202/434-9259 
Auditing Standards ......... Se ... 212/996-6032 
Benevolent Fund <0) ee 866/527-2228 
Business, Industry & Government Member Inquiries....... 919/402-4816 
ee eee ‘fmcenter@aicpa.org 
- Committee Appointments........ ee 212/596-6097 
(volunteers@aicpa. org and http://volunteers.aicpa.org) 
Committee Reimbursements...............--.-- -, asingletary@aicpa.org 
Competency Sel-Assessment Tool...........-... www.cpa2biz.com/CAT 
Copyright Permissions (www.copyright.com) ............ 978/750-8400 
CPA Client Bulletin, CPA Client Tax Letter.................. 888/777-7077 
CPA Letter, The (editorial) (www.aicpa.org/TheCPALetter). . . 212/596-6112 
Credentials and Technical Member Sections............... 888/777-7077 
Accredited in Business Valuation credential............. abv@aicpa.org 


_ Business Valuation/Forensic & Litigation Services . . . . BV-FLS@aicpa.org 
Certified Information Technology Professional peel citp@aicpa.org 


Information Technology Services ...........0..... infotech@aicpa.org 
Personal Financial Planning Services........... ss pfp@aicpa.org 
Personal Financial Specialist credential. oe _... pfs@aicpa.org 
Examinations (Uniform CPA Exam)................. www.cpa-exam.org 
Federal Legislation (non- tax congressional matters) ........ 202/434-9206 
Federal Regulatory Matters (non-tax-related).............. 202/434-9253 





AICPA Contact Information (continued) 


Financial Literacy Campaign. . . . 
(financialliteracy@aicpa.org) 


www.aicpa.org/financialliteracy/index.asp 


General Counsel (rmiller@aicpa.org) ..................-. 212/596-6245 
Joint Trial Board (ckane@aicpa.org) ................--.-. 212/596-6101 
Journal of Accountancy (editorial),...................... 919/402-4449 
Library (University of Mississippi) ...................... 806/806-2133 
(www.olemiss.edu/depts/general_library/aicpa) 
Media Relagons... 212/596-6106 
Member Communications. ............00.000 0000000. 212/596-6117 
Minority Initiatives: ............ ee . , 919/402-4931 
PCPS—member section for local, regional firms .......... 800/CPA—FIRM 
(Ginallfvmissues) 2 212/596-6039 
Fer Review... ti(“;si‘Cti‘“‘ (SC 919/402-4502 
Practicing CPA, The (editorial)................ ee . . 201/938-3502 
Professional Ethics, Ethics Hotline...................... 888/777-1077 
Behavioral or Independence Issues................... 201/938-3179 
Technical Standard Issues... ... 919/402-4921 
Specialized Publications =. = 201/938-3795 
Sitelemsiation. fo 202/434-9201 
Tax Adviser, The (editorial)......... — 919/402-4888 
‘Tax Services Member Section. ............. 202/434-9270 
Work/Life and Women’s Initiatives...................... 919/402-4931 


Member Elite bhi wees Program. 1. WWW. cpa2biz.com/elite 


Insurance Programs 


AULOMODIE = 9s, 877/999-3626 
Catastrophe Major Medical =. 3 888/294-0028 
Commercial Property & Liability...... 3. . 866/283-7127 
Uisabinty, 800/223-7473 
GrouplifeforPims...... ........., 800/223-7473 
Group Variable Universallife... ....... ...... _ 800/223-1473 
Home 2 ee 866/366-4607 
life Membev/Spouse). 2. 800/223-7473 
Lous tenn Care. 800/223-7473 
Medicare Supplement Plan. ..00....2 0... 800/957-3195 
Personal Liability Umbrella... 800/223-7473 
Professional Liability, CPA EmployerGard ............. 800/221-3023 
Retirement Programs 
Nationwide nancial = 888/401 K—CPA 
dq. Rowe Price(RAs) =. 800/38—-AICPA 
Audio Conferencing (Netspoke Genesys) ..............5.. 800/399-3942 
BlackBerry (RIM). .6 3. www.blackberryforthecpa.com 
Business Formation Services (BizFilings.com)............. 800/981-7183 
Car Renta) (Hertz, CDP #12353). 800/654-2200 — 
Checks and Business Forms 
(AICPA Checks and Forms from Harland) ee ee 800/873-9313 
Computers (Dell Corporation) 22 6 800/945-8364 
(Lenovo) 3 800/426-7235, ext. 3373 
Gredit Card (Chase) =... ee. 800/824-4313 
Gredit Card Processing (Chase) «0... 0. 800/824-4313 
Custody and Clearing Services (Fidelity) ....... 800/854-4772, option 400 
Home Mortgages and Equity Loans (Wells Fargo) .......... 800/272-1210 
Hotels (Starwood Hotels & Resorts Worldwide) ........... 888/625-4988 
Ovemught Delivery (DHL). 800/MEMBERS 
Prism e-Solutions (www.prismesolutions.com) ............ 888/386-2330 
Professional Placement (Robert Half) .............--.---. 888/744-4089 
Tax Research Material (RIA Group) 9... 0. 800/950-1216 
Xerox Corporation (#0706109) ................. 800/275-9376, ext. 272 
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New & Noteworthy 





WWw.cpa2biz.com 


Cram Questions for Tax Season | 


Sharpen you pencils! Ready, Set...Prep and File. 


With the new tax season just around the corner, CPAs are 
brushing up with new CPE updates. Are you ready? 
Check yourself with this quick test. Answers appear the 
bottom of the page. 


1. For 2007, the high and low per diem rates for business 
travel are: 


a. $246 and $148 respectively. 
b. $226 and $148 respectively. 


2. The maximum contribution to a defined contribution plan 
for 2007 is: 


| 
| 
| 
a. $44,000. 


b. $45,000. 
3. For 2007, the personal exemption amount is: 


a. $3,400. 
b. $3,300. 


4. The 10% tax rate bracket for a single taxpayer ends at 
for 2007. 


a. $7,825. 
b. $7,300. 


5. The standard deduction for tax year 2007 for single filers 
is and for joint filers is 


a. $5,150 and $10,300. 
b. $5,350 and $10,700. 


6. The filing requirement for a 40-year-old single filer in 
2007 is: 


a. $8,750. 
b. $10,050. 





SPECIAL ADVERTISING SECTION from WWW.CPA2BIZ.COM 


7. The phase-out range of personal exemptions for a single 
filer in 2007 is: 


a. $156,400 - $278,900. 
b. $234,600 - $357,100. 


8. For 2007, which of the following taxpayers is not required 
to file a tax return? 


a. A married filing jointly couple both under age 65 
with gross income of $15,000 and no self-employment 
earnings. 

b. A single taxpayer with gross income of $1,700 of 
which the entire amount is net earnings from self- 
employment. 


9. Which of the following is true regarding filing status? 


a. A taxpayer whose spouse died is allowed to file as a 
surviving spouse for the rest of their life. 

b. An unmarried person can file as head of household if 
they pay for more than half of the cost of keeping a 
household for an entire year for a dependent parent 
who does not live with them. 


10. In which of the following situations might it be better for 
a spouse to file separate returns? 


a. One spouse has a Section 1231 gain and the other 
spouse has a Section 1231 loss. 

b. One spouse earns $100,000 of income while the 
other spouse earns no income while tending to the 
needs of a growing family. 


Answers: 1a, 2b, 3a, 4a, 5a, 6a, 7a, 8a, 9a, 10a, 


Adapted from the “AICPA’s Individual Income Tax Returns 
Workshop by Sid Kess;” by Sidney Kess, CPA, J.D., LL.M, 
and William Bischoff, CPA. Product Number 735222. 

Earn up to 20 CPE credits for as low as $119. 20 at 
www.cpa2biz.com, or 1-888-777-7077. 





Discover the Next Generation of CPA2Biz.com 


Built on a powerful new platform and incorporating the latest technology from best-in-class partners, the CPA2Biz.com web site has 
been completely redesigned and re-engineered to provide you with many new capabilities. 


With our new prominent left-hand navigation area, you can now search and browse for products by topic, product type, job area, 
course formats, locations and more. There is also extensive product information, hundreds of tables of contents and product excerpts, 
dynamic best seller lists, new product comparison capabilities and a streamlined ordering process. Visit www.cpa2biz.com today and 


experience it for yourself. 


Publications 

The CPA’s Retirement Plans for Small Businesses, 2nd Edition 
This new edition of Gary Lesser’s popular guide provides latest 
guidance on plan design, establishment, monitoring, administra- 
tion, correction of failures, and termination. Available as paperback 
only or in a special paperback/software bundle which includes the 
QP-SEP Illustrator software and the S/MPLE Illustrator 
downloadable software. 


No. 017257 No. 017258 

Paperback, 2007 Paperback and Software, 2007 
$89.00 member $259.00 member 

$111.25 nonmember $323.75 nonmember 


What CPAs are Buying Now! 


2007 Corporate Tax Returns Videocourse 

By Sidney Kess, CPA 

No. 112625 

Recommended CPE credit: 22 

Level: Update 

DVD/Text/Manual $209.00 member/$261.25 nonmember 





2007 Individual Tax Returns Videocourse 

By Sidney Kess, CPA 

No. 113614 

Recommended CPE credit: 25 

Level: Update 

DVD/Text/Manual, $239.00 member/$298.75 nonmember 


AICPA’s Federal Tax Update, 2007-2008 Edition 

Identify planning strategies and compliance actions resulting 
from the latest changes to federal tax statutes, regulations, cases 
and rulings. 


No. 731136. 

Prerequisite: Familiarity with federal tax issues 

for various entities. 

Recommended CPE credit: 8. 

Level: Update. 

Format: Text. $129.00 member/$161.25 nonmember. 


State and Local Governmental Developments — 
Audit Risk Alert, 2007 

No. 022437 

$29.00 member/$36.25 nonmember 


Accounting Trends & Techniques — Employee Benefit Plans, 
2nd Edition 

No. 006651 

$65.00 member/$81.25 nonmember 


AICPA Professional Standards, 2007 
No. 005107 
$119.00 member/$148.75 regular 





i Conferences 





Web Events 


¢ Sophisticated Tax Planning 
for Your Wealthy Clients 
November 26-27, 2007 — NY, NY 


e National Conference on 
Banks & Savings Institutions 
November 28-30, 2007 — Washington, DC 


e Federal Real Estate Tax 
December 13-14, 2007 — Washington, DC 


For more information on conferences, visit 
www.cpa2biz.com/conferences 








Cray 


¢ Compilation & Review Risk Alert 
-2007/2008 
November 7, 2007 
1:00 PM-3:00 PM ET 


e Partnership Taxation Update: 
2007 Year-End Update 
November 8, 2007 
1:00 PM-3:00 PM ET 


For more information on webcasts, visit 
www.cpa2biz.com/webcasts 


www.cpa2biz.com 
888.777.7077 





EXPOSURE DRAFTS OUTSTANDING 


(This list was compiled as of Sept. 19, 2007. For exposure drafts issued after that date, consult The CPA Letter, 
Note: The policy for updating the list of exposure drafts is that a document should remain on the list until a final document has 
been issued or the project has been dropped. However, no comments will be received after the comments deadline has expired. 
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Issue Comment 

Date Title or Description Deadline 

FASB 

4/18/07 Accounting for Financial Guarantee Insurance 6/18/07 
Contracts—an interpretation of FASB Statement No. 60 

12/8/06 Disclosures About Derivative Instruments and 3/2/07 

: Hedging Activities—an amendment of FASB 

Statement No. 133 

10/9/06 Not-for-Profit Organizations: Goodwill and Other 1/29/07 
Intangible Assets Acquired in a Merger or Acquisition 
(an amendment of FASB Statement No. 142) 

10/9/06 Not-for-Profit Organizations: Mergers and Acquisitions 1/29/07 

9/30/05 Earnings per Share—an amendment of FASB Statement 11/30/05 
No. 128 (revision of Exposure Draft issued 12/15/03) 

8/11/05 Accounting for Transfers of Financial Assets—an 10/10/05 
amendment of FASB Statement No. 140 

6/30/05 Business Combinations—a replacement of FASB ~ 10/28/05 
Statement No. 141 

6/30/05 Consolidated Financial Statements, Including 10/28/05 
Accounting and Reporting of Noncontrolling 
Interests in Subsidiaries—a replacement of ARB No. 51 

4/28/05 The Hierarchy of Generally Accepted Accounting 6/27/05 
Principles 

AcSEC (AICPA) 

9/12/07 Proposed Audit and Accounting Guide, Airlines 12/15/07 

ASB (AICPA) 

5/9/05 Proposed Statement on Auditing Standards: 6/27/05 
Amendment to Statement on Auditing Standards No. 
69, The Meaning of Present Fairly in Conformity 
with Generally Accepted Accounting Principles, for 
Nongovernmental Entities 

ARSC (AICPA) 

8/22/07 _ Defining Professional Requirements in Statements 10/25/07 
on Standards for Accounting and Review Services 

OTHER (AICPA) 

8/13/07 Proposal of Professional Ethics Division, 11/13/07 
Interpretation on Networks and Network Firms 
and Proposed Related Definitions 

5/15/07 Proposed Interpretation 102-7, Other Considerations: 8/15/07 
Meeting the Objectives of the Fundamental Principles, 
and Proposed Framework for Meeting the Objectives 
of the Fundamental Pinciples 

4/16/07 Proposed Revisions to the AICPA Standards for 6/30/07 
Performing and Reporting on Peer Reviews 

12/13/06 Proposed Revisions to AICPA/NASBA Uniform 5/15/07 
Accountancy Act Section 23 

3/7/01 Statement on Standards for Continuing Professional 8/1/01 
Education Programs 

SEC 

6/26/02 Framework for Enhancing the Quality of Financial 9/3/02 


Information Through Improvement of Oversight 
of the Auditing Process: Release Nos. 33-8109; 
34-46120; 35-27543; IA-2039; 1C-25624 
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Issue Comment 
Date Title or Description ___ Deadline 
5/10/02 Disclosure in Management’s Discussion and Analysis 7/19/02 
about the Application of Critical Accounting 
Policies (Release Nos. 33-8098; 34-45907) 
4/12/02 Form 8-K Disclosure of Certain Management 6/24/02 
Transactions; Release No. 33-8090 ri 
4/12/02 Form 8-K Disclosure of Certain Management 6/24/02 
Transactions; Release No. 34-45742 
2/18/00 SEC Concept Release: International Accounting Standards 5/23/00 
1/21/00 Supplementary Financial Information 4/17/00 
GASB 
6/29/07 Accounting and Financial Reporting for Derivative 10/26/07 
Instruments 
3/22/07 Land and Other Real Estate Held as Investments 6/29/07 
by Endowments 
10/20/06 Fund Balance Reporting and Governmental Fund 1/31/07 
Type Definitions (Invitation to comment) 
IFAC 
8/3/07 Proposed Redrafted International Standard on Auditing 1231/07 
and International Standard on Quality Control, ISA 220 
- (Redrafted), Quality Control for an Audit of Financial 
Statements ISQC 1 (Redrafted), Quality Control for Firms 
That Perform Audits and Reviews of Financial Statements, 
and Other Assurance and Related Services Engagements 
8/3/07 Proposed Redrafted International Standard on Auditing, 11/30/07 
ISA 700 (Redrafted), The Independent Auditor’ Report 
on General Purpose Financial Statements 
8/3/07 Proposed Redrafted International Standard on Auditing, 11/30/07 
ISA 705 (Revised and Redrafted), Modifications to the 
Opinion in the Independent Auditor’s Report 
8/3/07 Proposed Redrafted International Standard on Auditing, 11/30/07 
ISA 706 (Revised and Redrafted), Emphasis of Matter 
Paragraphs and Other Matter(s) Paragraphs in the 
Independent Auditor’s Report 
8/3/07 Proposed Redrafted International Standard on Auditing, 1130/07 
ISA 800 (Revised and Redrafted), Special Consideration— 
Audits of Special Purpose Financial Statements and Specific 
Elements, Accounts or Items of a Financial Statement 
8/3/07 Proposed Redrafted International Standard on Auditing, 11/30/07 
ISA 805 (Revised and Redrafted), Engagements to 
Report on Summary Financial Statements 
7/31/07 Proposed Redrafted International Standard on Auditing, 10/31/07 
ISA 510 (Redrafted), Initial Audit Engagements—Opening 
Balances 
7/31/07 Proposed Redrafted Internaticnal Standard on Auditing, 10/31/07 
ISA 530 (Redrafted), Audit Sampling 
5/1/07 ISA 250 (Redrafted), The Auditors Responsibilities 7/31/07 
Relating to Laws and Regulations in an Audit of 
Financial Statements 
5/1/07 ISA 200 (Revised and Redrafted), Overall Objective 9/15/07 


of the Independent Auditor, and the Conduct of an 
Audit in Accordance With International Standards 
on Auditing 


New additions appear in bold, blue type. 
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Issue Comment | Issue Comment 
Date Title or Description Deadline | Date Title or Description Deadline 
5/1/07 ISA 500 (Redrafted), Considering the Relevance and 9/15/07 | 11/15/06 Proposed Drafted International Standards on 2/15/07 
Reliability of Audit Evidence Auditing ISA 320 (Revised and Redrafted), 
5 Materiality in Planning and Performing an Audit 
3/1/07 oes ae Coa Standard on 5/31/07 ISA 450 (Redrafted), Evaluation of Misstatements 
uditing, ISA 570 (Redrafted), Going Concern Identified During the Audit 
3/1/07 ees yor and Redratted International 6/30/07 | 11/15/06 Proposed Redrafted International Standard on 2/15/07 
ee en Auditing, ISA 550 (Revised and Redrafted), Auditing Proposed ISA 260 (Revised and Redrafted), 
eae Communication With Those Charged With Governance 
1/4/07 Practical Experience Requirements—Initial Professional 3/31/07 | 11/8/06 Defining and Developing an Effective Code of Conduct 2/16/07 
Development for Professional Accountants 
10/26/06 Proposed International Public Sector Accountin 2/28/07 
12/29/06 Proposed Revised Section 290 of the Code of Ethics 4/30/07 sie: Employee Benefits : 
for Professional Accountants, Independence—Audit 
and Review Engagements, and Proposed Section 291, 10/18/06 Proposed International Public Sector Accounting 2/28/07 
Independence—Other Assurance Engagements Standard, Impairment of Cash-Generating Assets 
12/22/06 Proposed Revised and Redrafted International 4/30/07 | 3/24/06 Proposed International Standard on Auditing 600 7/31/06 
Standard on Auditing ISA 580 (Revised and (Revised and Redrafted), The Audit of Group 
Redrafted), Written Representations Financial Statements 
12/22/06 Proposed Revised and Redrafted International 4/30/07 | 2/28/06 Accounting for Heritage Assets Under the Accrual 6/30/06 
Standard on Auditing ISA 540 (Revised and Redrafted), Basis of Accounting 
Auditing Accounting Estimates, Including Fair Value ; ; 
Accounting Estimates, and Related Disclosures 9/23/05 Improvements to International Public Sector 1/31/06 
Proposed Withdrawal of ISA 545, Auditing Fair Value Accounting Standards 
Measurements and Disclosures 9/23/05 Equal Authority of Paragraphs in IPSASs 1/31/06 
12/22/06 eae oe oe te 3/3/07 2/4/05 Proposed International Public Sector Accounting 6/15/05 
Mees eee eee Standard,Financial Reporting Under the Cash Basis of 
12/22/06 Proposed Redrafted International Standard on 3/31/07 Accounting—Disclosure Requirements for Recipients 
Auditing ISA 560 (Redrafted), Subsequent Events of External Assistance 
12/22/06 Proposed Redrafted International Standard on 331/07 | FASAB 
Auditing ISA 610 (Redrafted), The Auditors 6/11/07 Implementation Guide for SFFAS 29: Heritage 8/13/07 
Consideration of the Internal Audit Function Assets and Stewardship Land 
12/22/06 Proposed Redrafted International Standard on 3/31/07 | 6/4/07 Clarification of Standards Related to Inter-Entity Cost 8/6/07 
ee rare Ee eS 8/3/07 Reporting Gains and Losses From Changes in 11/30/07 
Responsibility in Relation to Other Information in : : ° 
igs : : j Assumptions and Selecting Discount Rates and 
Documents Containing Audited Financial Statements ‘ 
Valuation Dates 
ESS IEE la oe EE 5/21/07 Accounting for Federal Oil and Gas Resources 9/21/07 
11/22/06 Proposed Amendment to International Public Sector 3/31/07 102305 TAGeaUAtiNe fot Sonal Tasumncs Reed 4/16/07 
Accounting Standard, “Financial Reporting Under (@rchesinary Views) 
the Cash Basis of Accounting,” “Financial Reporting oa 
Under the Cash Basis of Accounting—Disclosure 6/7/06 Proposed Statement of Federal Financial Accounting 8/5/06 


Requirements for Recipients of External Assistance” 


Concepts: Definition and Recognition of Elements of 
Accrual-Basis Financial Statements 


~ INFORMATION : 


The initials stand for the following organizations. Exposure drafts are available online at the Web addresses 
below or copies may be obtained at the address in parentheses (unless otherwise indicated). 


FASB— 


GASB— 


Financial Accounting Standards Board (Order Department, Financial 
Accounting Standards Board, 401 Merritt 7, RO. Box 5116, Norwalk, 
CT 06856-5116); also available online at www.fasb.org 


Governmental Accounting Standards Board (Order Department, 
Governmental Accounting Standards Board, 401 Merritt 7, 

PO. Box 5116, Norwalk, CT 06856-51 16); also available online at 
www.gasb.org 

American Institute of CPAs (American Institute of Certified Public 
Accountants, 220 Leigh Farm Road, Durham, NC 27707-8110). AICPA 
publishes exposure drafts exclusively on the Web at www.aicpa.org. 
Print copies are not available. 

International Accounting Standards Board (International Accounting 
Standards Board, 30 Cannon Street, London EC4M 6XH, United 
Kingdom), also available online at www.iasb.org 


IFAC— 


International Federation of Accountants (International Federation of 
Accountants, 545 Fifth Avenue, 14th Floor, New York, NY 10017); also 
available online at www.ifac.org 


Securities and Exchange Commission (Securities and Exchange 
Commission, 100 F Street, N.E., Washington, DC 20549); 
also available online at www.sec.gov 


FASAB— Federal Accounting Standards Advisory Board (Federal Accounting 


Standards Advisory Board, 441 G Street, N.W.,, Suite 6814, Washington, 
DC 20548); also available online at www.fasab.gov 


AICPA TECHNICAL HOTLINE 


The Technical Information Service answers inquiries about specific audit or 
accounting problems. Call toll-free 888-777-7077 or e-mail query to 
aahotline@aicpa.org. This service is free to AICPA members. 
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Learning 


¥ 


FINANCIAL TRAINING FROM 
THE PEOPLE WHO KNOW 
FINANCE PROFESSIONALS 


As the national membership organization for Certified Public 
Accountants, the AiGPA knows finance professionals. 


If you are looking for cost-effective, quality training 
for your professional staff, AICPA LEARNING offers 





MH No lost travel time or expenses for staff a wide variety of on-site training, including auditing, 
WM Focused presentation for your company 


e : tax, leadership, internal control, ethics and more. 
@ Confidential learning environment 





_ Wi Flexible pricing Options . 
“MDiscounis on large group seminars = With more than 200 ¢ to choose from 
li Employee/instructor interaction ; : 
MW Convenient schedules __._ —anging from 4 hours to 3 days, accounting to 
i Reinforced learning with workbooks and Yellow Book — you are sure to find the training 
follow-up feading mates 
i Experience and expertise of the ACPA program that is right for you. 





WWW. al eea AG, org 





ii -800- 634- 6780, ae 1i 





1307-252 





ISO Certified 
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Space considerations prevent publishing here the 
appendix to SOP 07-2. Since the appendices often are 
important to understanding SOPs, readers are advised 
to obtain complete copies. To obtain a copy of SOP 07-2 
(product no. 014946), visit www.cpa2biz.com/store 
or contact the AICPA at 888-777-7077. 


SOP 07-2 


Attestation Engagements That 
Address Specified Compliance Control 
Objectives and Related Controls at 
Entities That Provide Services to 
Investment Companies, Investment 
Advisers, or Other Service Providers 


NOTE 

This Statement of Position (SOP) is an interpretive 
publication and represents the recommendations of 
the Chief Compliance Officers Task Force of the 
AICPA Auditing Standards Board (ASB) regarding 
the application of Statements on Standards for At- 
testation Engagements (SSAE) primarily to exami- 
nation engagements in which a practitioner reports 
on the suitability of the design and operating effec- 
tiveness of a service provider's controls in achieving 
specified compliance control objectives. Examples 
of the service providers addressed by this SOP are 
investment advisers, custodians, transfer agents, ad- 
ministrators, and principal underwriters that pro- 
vide services to investment companies (including 
business development companies), investment ad- 
visers, or other service providers (user organiza- 
tions). A practitioner’ report on the suitability of the 
design and operating effectiveness of a service 
provider’ controls in achieving specified compli- 
ance control objectives is used primarily by user or- 
‘ganizations because aspects of a user organization's 
compliance or internal control over compliance 
with laws, regulations, and rules may be affected by 
or include controls at service providers. The ASB 
has found the recommendations in this SOP to be 
consistent with existing standards covered by Rule 
202, Compliance With Standards, of the AICPA Code 
of Professional Conduct (AICPA, Professional Stan- 
dards, vol. 2, ET sec. 202.01). 





Copyright © 2007 by American Institute of Certified 
Public Accountants, Inc. New York, NY 10036-8775. 
All rights reserved. For information about the procedure 
for requesting permission to make copies of any part of 
this work, please visit www.copyright.com or call 
978) 750-8400. 


SOP 07-2 


Interpretive publications are not as authoritative as 
pronouncements of the ASB; however, if a practi- 
tioner does not apply the attestation guidance in- 
cluded in this SOP, the practitioner should be pre- 
pared to explain how he or she complied with the 
provisions of SSAE addressed by this SOP. 


TABLE OF CONTENTS 

Introduction and Background/1—5 

Objective of the Examination Engagement/6—-7 

Subject Matter of the Examination Engagement/8 

Management’ Responsibilities/9 

Criteria/10 

Reference to Laws, Regulations, and Rules/11 

Practitioner's Responsibilities/12—13 

Matters Addressed by the Compliance Control 
Objectives/14—-18 

Evaluating Deficiencies in Controls/19—20 

User Organizations Affected by a Service 
Providers Noncompliance With Federal 
Securities Laws or Elements Thereof/2 1-22 

Management Assertion/23—24 

Management Representations/25—27 

Reporting/28—33 

Agreed-Upon Procedures/34—-36 

Effective Date/37 

Appendix A: 

Appendix A-1—Illustrative Practitioner's 
Examination Report on a Service Provider's 
Assertion Regarding Specified Compliance 
Control Objectives and Related Controls 

Appendix A-2—Illustrative Practitioners 
Examination Report on a Service Provider's 
Assertion Regarding Specified Compliance 
Control Objectives and Related Controls 
When the Service Provider Uses a Subser- 
vice Provider and the Subservice Provider's 
Control Objectives and Related Controls 
are Excluded From the Description and 
the Scope of the Practitioner's Engagement 

Appendix A-3—Illustrative Management 
Assertion Regarding a Service Provider's 
Specified Compliance Control Objectives 
and Related Controls 

Appendix A-4—Illustrative Service Provider's 
Description of Specified Compliance 
Control Objectives and Related Controls 

Appendix B—Illustrative Practitioner's Exami- 
nation Report Containing a Qualified 
Opinion on the Suitability of the Design 
and Operating Effectiveness of a Service 
Providers Controls in Achieving Specified 
Compliance Control Objectives 

Appendix C—Additional Illustrative Compli- 


ance Control Objectives 
Appendix D—Matters Identified in Securities 
and Exchange Commission Release 
Nos. IC-26299 and IA-2204 Adopting 
Rules 38a-1 and 206(4)-7 Pertaining to 
Compliance Policies and Procedures of 
Funds and Investment Advisers 
Appendix E—Illustrative Practitioner's 
Agreed-Upon Procedures Report 


INTRODUCTION AND BACKGROUND 

1. In December 2003, the Securities and Exchange 
Commission (SEC) adopted Rule 38a-1 under the 
Investment Company Act of 1940 and Rule 
206(4)-7 under the Investment Advisers Act of 
1940. The rules were adopted to protect investors 
by ensuring that (a) each investment company reg- 
istered with the SEC under the Investment Compa- 
ny Act of 1940, and each business development 
company’ (collectively, funds) has an internal pro- 
gram to enhance compliance with federal securities 
laws’ and (b) each investment adviser registered 
with the SEC has an internal program to enhance 
compliance with the Investment Advisers Act of 
1940, including SEC rules issued thereunder. 

2. Many operations of funds and, in some instances, 
operations of investment advisers are carried out by 
entities that provide services to the funds or invest- 
ment advisers. In this Statement of Position (SOP), 
such entities are termed service providers. Service 
providers have their own compliance policies and 
procedures that may affect or be part of a fund's or 
investment advisers compliance or internal control 
over compliance with federal securities laws, indi- 
vidual statutes or provisions thereof, or correspon- 
ding SEC rules (federal securities laws or elements 
thereof)» Rule 38a-1 requires each fund to adopt 
and implement written policies and procedures rea- 
sonably designed to prevent violation of federal 
securities laws by the fund or any of the following 
service providers named in the rule: investment 


1. A business development company is a closed-end investment 
company that, among other requirements, has elected to be subject 
to the provisions of certain sections of the Investment Company Act 
of 1940. 

2. Rule 38a-1 defines federal securities laws to include the Securities 
Act of 1933, the Securities Exchange Act of 1934, the Sarbanes- 
Oxley Act of 2002, the Investment Company Act of 1940, the In- 
vestment Advisers Act of 1940, Title V of the Gramm-Leach-Bliley 
Act, any rules adopted by the Securities and Exchange Commission 
(SEC) under any of these statutes, the Bank Secrecy Act as it applies 
to funds, and any rules adopted thereunder by the SEC or the De- 
partment of the Treasury. 

3. In this Statement of Position (SOP), federal securities laws or ele- 
ments thereof is defined as federal securities laws (see footnote 2), in- 
dividual statutes or provisions thereof, or corresponding SEC rules. 


(continued on page 102) 
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advisers, principal underwriters, administrators, 
and transfer agents. Accordingly, a fund’ compli- 
ance policies and procedures provide for oversight 
of the compliance procedures performed by the 
named service providers. Further, Rule 206(4)-7 
requires an investment adviser to adopt and imple- 
ment written policies and procedures reasonably 
designed to prevent violation by the investment 
adviser and its supervised persons of the Invest- 
ment Advisers Act of 1940 and SEC rules issued 
thereunder. In this SOP. the term service providers 
refers to the service providers named in Rule 38a- 
1 as well as other service providers, such as custo- 
dians. The term user organization generally refers to 
a fund or investment adviser that uses the services 
of a service provider. In some instances, a single 
entity may be a service provider and a user organi- 
zation. For example, Administrator A, in its capac- 
ity as a service provider to a fund, may be respon- 
sible for monitoring whether the fund’ registration 
statement filed with the SEC complies with SEC 
disclosure requirements, but may subcontract that 
function to Administrator B that specializes in that 
area. In this situation, Administrator A is also a user 
organization because it uses the services of Admin- 
istrator B. In this SOP Administrator B is referred 
to as a subservice provider. In applying the guidance 
in this SOP, a subservice provider is considered a 
service provider. 
3. Among other provisions, the rules mentioned in 
paragraph 1 require funds and investment advisers 
to: 

¢ Adopt and implement written policies and 
procedures’ reasonably designed to prevent 
violation of, in the case of funds, federal secu- 
rities laws and, in the case of investment advis- 
ers, the Investment Advisers Act of 1940, 
including SEC rules issued thereunder 
Review those policies and procedures at least 
annually for their adequacy and the effective- 
ness of their implementation? 
Designate a chief compliance officer (CCO) to 
be responsible for administering the policies 
and procedures (for funds, the CCO must 
report directly to the fund’s board of directors) 
4. SEC Release Nos. IC-26299 and IA-2204 adopt- 
ing the rules note that it may be impractical for a 
fund or its CCO to directly review all of its named 
service providers’ policies and procedures, particu- 


larly if one or more of the service providers are not 
affiliated with the fund. In these circumstances, the 





4. Rule 38a-1 and Rule 206(4)-7 use the term policies and procedures 
to refer to the principles and activities an entity adopts and 
implements to prevent violation of federal securities laws or elements 
thereof. In this SOP, the term controls is used to refer to the policies 
and procedures an entity adopts and implements to achieve speci- 
fied compliance control objectives. 

5. The annual review requirement is imposed upon the fund or 
investment adviser. Specifically, the rules do not require the fund or 
adviser to engage an independent accountant to attest to management's 
annual review or to perform a separate evaluation of any aspect of the 
fund’ or investment advisers compliance policies and procedures. Fur- 
ther, the rules do not require that the annual review employ a specif- 
ic framework or methodology for evaluating the effectiveness of a 
fund’ or investment advisers compliance policies and procedures. 
Lastly, there is no requirement that annual or other compliance reports 
prepared by chief compliance officers of funds or investment advisers 
be filed with the SEC; however, the SEC may request such reports in 
connection with their inspection and examination programs of funds 
and investment advisers or in other circumstances. 
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SEC Rule and (Section 
Number) 





Applicable entity 


must: 











Nature of the policies 
and procedures to be 
adopted and imple- 
mented 












Board approval of poli- 
cies and procedures 


named service providers. 





cies and procedures 


tion. 














Individual responsible 
for administering poli- 
cies and procedures 





directors. 


Rule 38a-1 (817 CFR 270.38a-1) | Rule 206(4)-7 (817 CFR 275.206(4)- 


Investment companies and business 
development companies (funds) 





Adopt and implement written policies 
and procedures reasonably designed to 
prevent violation of federal securities 
laws by the fund, including policies 
and procedures that provide for over- 
sight of compliance by each invest- 
ment adviser, principal underwriter, 
administrator, and transfer agent 
(named service providers) of the fund. 


Obtain approval by the fund’s board of 
directors of the fund’s policies and 
procedures and those of each of the 


Annual review of poli- | Review, no less frequently than annu- 
ally, (1) the adequacy of the policies 
and procedures of the fund and each 
of the named service providers and (2) 
the effectiveness of their implementa- 


Designate an individual to be the 
fund’s CCO, responsible for adminis- 
tering the policies and procedures 
adopted under paragraph (a) (1) of the 
rule. The designation and compensa- 
tion of the CCO must be approved by 
the fund’s board of directors, and the 
CCO may be removed only by action 
and approval of the fund’ board of 







7) and Amendments to Rule 204-2 
(817 CFR 275.204-2) 


Investment advisers must: 












Adopt and implement written policies 
and procedures reasonably designed to 
prevent violation, by the investment 
adviser and persons supervised by the 
investment adviser, of the Investment 
Advisers Act of 1940 and the SEC 
rules issued thereunder. 


Review, no less frequently than annu- 
ally, (1) the adequacy of the policies 
and procedures established pursuant 
to the rule and (2) the effectiveness of 
their implementation. 










Designate an individual (who is a 
supervised person) to be the adviser’s 
CCO, responsible for administering 
the policies and procedures that are 
adopted under paragraph (a) of the 
tule. 








Report to the board of 
directors 


addresses at a minimum: 


review. 





report. 








The CCO must provide a written 
report to the fund’s board of directors, 
no less frequently than annually, that 


* The operation of the fund’s policies 
and procedures and those of each of 
the named service providers, any 
material changes made to those poli- 
cies and procedures since the last 
report, and any material changes to 
the policies and procedures recom- 
mended as a result of the annual 





” 








Each material compliance matter’ that 
occurred since the date of the last 


After the initial report, subsequent 
CCO reports are expected to cover the 


| _Petiod since the date of the last report. 





SEC considers the fund to have satisfied the 
requirements of Rule 38a-1 if the fund’s board of 
directors, in evaluating whether to approve the 
service providers compliance program, uses a 
“third-party report” on the service provider’ poli- 
cies and procedures.® In the United States fund 





6. The SEC release states that the third party report must describe 
the service provider's compliance program as it relates to the types 
of services provided to the fund, discuss the types of compliance 
risks material to the fund, and assess the adequacy of the service 
provider’ compliance controls. Information produced as a result of 
an engagement covered by this SOP may be used by the fund, in part, 
to meet these provisions. The report must be provided to the fund 
no less frequently than annually. 


industry, in connection with the audit of a funds 
financial statements, a number of service providers 
are accustomed to engaging an independent audi- 





7. SEC Rule 38a-1 defines a material compliance matter as any com> 
pliance matter about which the fund’s board of directors would rea- 
sonably need to know to oversee fund compliance and that involves, 
without limitation, (a) a violation of federal securities laws (as defined 
in Rule 38-1) by the fund, its investment adviser, principal under- 
writer, administrator, or transfer agent (or officers, directors, employ- 
ees, or agents thereof); (b) a violation of the policies and procedures 
of the fund, its investment adviser, principal underwriter, adminis- 
trator, or transfer agent; or (c) a weakness in the design or implemen- 
tation of the policies and procedures of the fund, its investment 
adviser, principal underwriter, administrator, or transfer agent. 
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tor to report on the suitability of the design and 
operating effectiveness of controls at the service 
provider that may be relevant to the fund’s internal 
control over financial reporting. These engagements 
are performed under AU section 324, Service 
Organizations (AICPA, Professional Standards, vol. 
1), as amended, and reports issued thereunder are 
used by the funds’ independent auditor when 
auditing the fund’s financial statements. Similarly, 
since the adoption of the rules in December 2003, 
service providers have received requests from funds 
and investment advisers for information and assur- 
ance regarding the suitability of the design and 
operating effectiveness of the service provider’ con- 
trols in achieving compliance control objectives. 
Also, in some circumstances, subservice providers 
(service providers that provide services to other 
. service providers, for example, a service organiza- 
tion that reports fund share balances and transac- 
tions of retirement plan participants, in aggregate, 
to a fund’ transfer agent and maintains records 
therecf) have received similar requests from service 
providers. Such information assists funds and 
investment advisers in fulfilling their responsibili- 
ties to perform an annual review of specified com- 
pliance activities and assists service providers and 
subservice providers in their consideration of their 
own controls. 

5. For specific information about the rules, readers 
should refer to “Compliance Programs of Invest- 
ment Companies and Investment Advisers” at the 
United States SEC Web site at http:/Avww.sec.gov/ 
tules/final/ia-2204.htm. The following is a table that 
briefly summarizes significant provisions of the 
tules. 


Gee chart on previous page.) 


Objective of the Examination 
Engagement 
6. Because federal securities laws encompass a sig- 
nificantly comprehensive set of obligations and re- 
sponsibilities, the compliance control objectives 
presented by management of the service provider 
ordinarily would not include all conceivable com- 
pliance control objectives related to federal securi- 
ties laws or elements thereof. Also, although Rule 
38a-1 requires a fund’s CCO to include in the fund's 
“annual compliance report information conceming 
any material compliance matter(s) that occurred 
during the relevant period, the objective of the ex- 
amination engagement described in paragraphs 
1-33 of this SOP is not to identify and report any 
material compliance matter(s) that may have exist- 
ed at the service provider during the period covered 
by the practitioner’ report. Rather, the objective of 
the examination engagement described in para- 
graphs 1-33 of this SOP is for the practitioner to 
report on the suitability of the design (at the end of 
a specified period) and the operating effectiveness 
(during the specified period) of the service 
providers controls in achieving the compliance 
control objectives specified by management of the 
service provider. 
7. AT section 101, Attest Engagements (AICPA, Pro- 


fessional Standards, vol. 1), as amended, allows a 
practitioner to report on either management’ asser- 
tion or on the subject matter to which it relates.* 
Paragraph .64 of AT section 101 indicates that 
when the practitioner reports on an assertion, the 
assertion should either be (a) bound with or accom- 
pany the practitioner's report or (b) clearly stated in 
the practitioner's report. In view of the intended use 
of the information produced in connection with 
examination engagements covered by this SOP 
practitioners are strongly encouraged to report on 
managements assertion rather than on the subject 
matter to ensure that managements’ assertion will 
be available to users of the report. 


Subject Matter of the Examination 
Engagement 

8. The examination engagement described in para- 
graphs 1—33 of this SOP is performed in accordance 
with AT section 101. AT section 101 enables a prac- 
titioner to design an engagement and report on sub- 
ject matter (or an assertion thereon) other than fi- 
nancial statements. The subject matter of the 
engagement described in paragraphs 1-33 of this 
SOP is the suitability of the design and operating 
effectiveness of a service provider’ controls direct- 
ed at achieving specified compliance control objec- 
tives. Use of the practitioners examination report is 
restricted to the CCOs, management, boards of 
directors, and independent auditors of the service 
provider and of the entities that use the services of 
the service provider because these users should 
have the requisite knowledge and familiarity with 
the service providers organization to understand 
the context of the examination report. 


Management’s Responsibilities 

9. In an examination engagement in which the 

practitioner reports on the suitability of the design 

and operating effectiveness of controls to achieve 
specified compliance control objectives, manage- 
ment of the service provider is responsible for: 

a. Specifying compliance control objectives and 
related controls that are relevant to the services 
provided to user organizations and their inter- 
nal control over compliance with federal secu- 
rities laws or elements thereof. 

b. Preparing and providing the practitioner with a 
written description of the specified compliance 
control objectives and related controls referred 
to in paragraph 9a (see Appendix A-4 of this 
SOP, “Illustrative Service Provider's Description 
of Specified Compliance Control Objectives 
and Related Controls”). If applicable, the writ- 
ten description should include the applicable 
information described in paragraphs 16-17 of 
this SOP concerning compliance control objec- 
tives and related controls of subservice 
providers. 

c. Preparing and providing the practitioner with a 








8. When conditions exist that individually or in combination result 
in one or more material misstatements or deviations from the crite- 
ria, to most effectively communicate with the reader of the report, 
the practitioner should ordinarily express his or her conclusion 
directly on the subject matter, not on the assertion. 


written assertion regarding the suitability of the 
design and operating effectiveness of the con- 
trols in achieving the specified compliance con- 
trol objectives’ (see Appendix A-3 of this SOP 
for an illustrative management assertion). The 
criteria management use in evaluating the suit- 
ability of the design and operating effectiveness 
of the controls included in management’ 
description and in making its assertion are the 
specified compliance control objectives. 

d. Identifying and presenting a list of user control 
considerations if the application of controls by 
user organizations is necessary to achieve the 
specified compliance control objectives. In cer- 
tain circumstances, a service provided by a serv- 
ice provider may be designed with the assump- 
tion that certain controls will be implemented 
by user organizations. For example, the service 
may be designed with the assumption that user 
organizations will have controls in place for 
authorizing transactions before they are sent to 
the service provider for processing. If such user 
controls are required to achieve the stated com- 
pliance control objectives, the service provider 
should describe them either in its written 
description or in a separate list accompanying 
the description. 

e. Preparing and providing the practitioner with a 
representation letter that ordinarily includes the 
items listed in paragraph 26a—j of this SOP. 


Criteria 

10. Paragraph .23 of AT section 101 states, in part, 
that “The practitioner shall perform the engagement 
only if he or she has reason to believe that the sub- 
ject matter is capable of evaluation against criteria 
that are suitable...” Paragraph .24 of AT section 
101, in turn, indicates that suitable criteria must 
have each of the following attributes: objectivity, 
measurability, completeness, and relevance. In the 
examination engagement covered by this SOP, the 
criteria to be used to evaluate the suitability of the 
design and operating effectiveness of the controls 
are the specified compliance control objectives. The 
practitioner should ensure that the language used 
by management to describe the specified compli- 
ance control objectives included in the written de- 
scription permits people having competence in and 
using the same measurement criterion to ordinari- 
ly obtain materially similar measurements (para- 
graph .29 of AT section 101). Consequently, prac- 
titioners should not perform an engagement 
covered by this SOP if the criteria are so subjective 
or vague that reasonably consistent measurements, 
qualitative or quantitative, of the subject matter 
cannot ordinarily be obtained. For example, the fol- 
lowing compliance control objective ordinarily 
would be too subjective for evaluation: 


9. Paragraph .09 of AT section 101, Attest Engagements (AICPA, 
Professional Standards, vol. 1), as amended, states that a practitioner 
should ordinarily obtain a written assertion in an examination 
engagement, whether reporting on the subject matter or reporting 
on a written assertion. 


(continued on page 106) 
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Objectives 

e Recognize how the new risk assessment standards 
differ from existing standards and how these 
differences will significantly affect your audit practice 

e Identify the risks of material misstatement in the 
financial statements and determine what the entity can 
do to mitigate them 

e Improve the linkage between the assessed risks and 
the nature, timing and extent of audit procedures 
performed in response to those risks 
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Advertising and sales literature is frequent- 
ly and properly reviewed. 


The following revision of this control objective im- 
proves its objectivity and measurability: 


At the end of each quarter, advertising and 
sales literature is reviewed by the service 
providers compliance officer for conformity 
with the service provider’ written policies. 


Furthermore, although this SOP does not require all 
service providers to present identical compliance 
control objectives for similar business activities or 
services (for example, transfer agency and fund ad- 
ministration) included in the scope of the attestation 
engagement, compliance control objectives or ele- 
ments thereof that pertain to those business activi- 
ties or services and are relevant to user organizations 
should not be omitted if management of the service 
provider or the practitioner becomes aware of defi- 
ciencies in the suitability of the design or operating 
effectiveness of controls that would prevent the 
achievement of such objectives. See also related 
guidance in paragraphs 12b and 21-22 of this SOP 


Reference to Laws, Regulations, and 
Rules 

11. The written description of specified compli- 
ance control objectives and related controls pre- 
pared by management of the service provider 
should not include general or broad references’? to 
federal securities laws or elements thereof that 
might imply that the specified compliance control 
objectives completely address or directly corre- 
spond to such laws or elements thereof. Such ref- 
erences may mislead user organizations and others 
because most laws, regulations, and rules contain 
numerous and detailed provisions, all of which 
may not be addressed by the compliance control 
objectives and related controls. Management of the 
service provider may, however, include a citation 
from such federal securities laws or elements the- 
reof within the specified compliance control objec- 
tive, in the written description, if the citation is 
sufficiently specific. An example is a citation con- 
taining the specific section or subsection of the law, 
regulation, or rule corresponding to the specified 
compliance control objective as in “For money 
market mutual funds, investments are monitored 
on a weekly basis for compliance with the portfo- 
lio maturity and quality provisions of SEC Rule 2a- 
7c.2 and 2a-7c.3, respectively.” 


Practitioner’s Responsibilities 
12. For the practitioner to express an opinion on 
the suitability of the design" and operating effec- 





10 For example, the written description should not include a table 
that aligns the specified compliance control objectives with general- 
ly or broadly described federal securities laws or elements thereof. 
Such a presentation could cause readers to incorrectly conclude that 
the specified control objectives address all provisions of the federal 
securities laws or elements thereof referenced in the table. 

1] A control is suitably designed if individually, or in combination 
with other controls, it is likely to prevent or detect errors that could 
result in the nonachievement of specified compliance control objec- 
tives when the described controls are complied with satisfactorily. 


tiveness of a service provider’ controls in achieving 

specified compliance control objectives, the practi- 

tioner should: 
a. Obtain an understanding of the nature of the 
services provided by the service provider to 
user organizations and determine whether the 
specified compliance control objectives includ- 
ed in managements description are relevant to 
the services provided. Methods for obtaining an 
understanding of the services provided include: 
¢ Reading representative contracts between 
the service provider and user organizations, 
marketing or other material provided to user 
organizations, reports developed by inter- 
nal auditors, and correspondence to and 
from regulatory authorities; and 

¢ Making inquiries of management and other 
service provider personnel. 

b. Obtain a written description prepared by man- 
agement of the service provider of the specified 
compliance control objectives and related con- 
trols that are relevant to the services provided 
to user organizations and their internal control 
over compliance with federal securities laws or 
elements thereof (see Appendix A-4 of this SOP 
“Illustrative Service Providers Description of 
Specified Compliance Control Objectives and 
Related Controls”). If the practitioner concludes 
that the description is materially misstated or 
misleading in the circumstances, the practition- 
er should inform the service provider’s manage- 
ment and request that the description be 
amended. If management refuses to amend the 
description in a manner that addresses the prac- 
titioner’s concerns, the practitioner should con- 
sider withdrawing from the engagement. 

c. Consider the linkage between the controls and 
the specified compliance control objectives and 
the ability of the controls to prevent or detect 
errors related to the specified compliance con- 
trol objectives. 

d. Obtain sufficient evidence regarding the suit- 
ability of the design and operating effectiveness 
of the controls in achieving the specified com- 
pliance control objectives. Evidence regarding 
the suitability of design is obtained by perform- 
ing procedures that may include inquiry of ap- 
propriate service provider personnel, observa- 
tion of the application of specific controls, 
inspection of documents and reports, and trac- 
ing transactions relevant to the subject matter of 
the engagement through the service provider's 
applicable information system. In instances in 
which the application of specific user controls 
is needed to achieve a specified compliance 
control objective, the practitioner should deter- 
mine whether such user controls have been 
identified and presented (see paragraph 9d). In 
testing the operating effectiveness of controls, 
the practitioner obtains evidence about how the 
controls were applied at relevant times during 
the period under examination, the consistency 
with which they were applied, and by whom or 
what means they were applied. Tests of the op- 
erating effectiveness of controls ordinarily in- 


clude procedures such as inquiry of appropri- 
ate service provider personnel; inspection of 
documents, reports, or electronic files indicat- 
ing performance of the control; observation of 
the application of the control; and reperfor- 
mance of the application of the control by the 
practitioner. 

e. Ordinarily, obtain a written assertion prepared 
by management of the service provider regard- 
ing the suitability of the design and operating 
effectiveness of the service providers controls in 
achieving the specified compliance control ob- 
jectives (see Appendix A-3 of this SOP for an il- 
lustrative management assertion). As noted in 
paragraph 7 of this SOP to ensure that manage= 
ment’ assertion will be available to users of the 
report, practitioners are strongly encouraged to 
report on managements written assertion rather 
than on the subject matter; except when a defi- 
ciency or deficiencies in controls exist that, in- 
dividually or in combination, result in the 
nonachievement of one or more specified com- 
pliance control objectives. 


f Obtain a representation letter from manage- 


ment that ordinarily would include the items in 

paragraph 26a-j of this SOP 
13. Ordinarily, for the examination engagement de- 
scribed in this SOP, the relevant aspects of a service 
provider’ internal control over compliance pertain- 
ing to its control environment, risk assessment, and 
monitoring would not be presented in the form of 
compliance control objectives; however, manage- 
ment of the service provider is not precluded from 
doing so. The practitioner should perform tests of 
the relevant aspects of the service providers control 
environment, risk assessment, and monitoring that 
relate to the services provided and should assess 
their effectiveness in establishing, enhancing, or 
mitigating the effectiveness of specific controls. As 
relevant aspects of the control environment, risk as- 
sessment, and monitoring are judged to be less ef- 
fective, more evidence of the operating effectiveness 
of the controls should be gathered to determine 
whether the specified compliance control objectives 
have been achieved. 


Matters Addressed by the Compliance 
Control Objectives 
14. As noted in paragraph 6, because federal secu- 
rities laws encompass a significantly comprehensive 
set of obligations and responsibilities, manage- 
ments description ordinarily would not include all 
conceivable compliance control objectives related 
to federal securities laws or elements thereof. 
15. Unless the compliance control objectives have 
been designated by an outside party, such as a reg- 
ulatory authority or a user group, management of 
the service provider is responsible for specifying the 
compliance control objectives and related controls 
that are the subject of the engagement. In establish- 
ing the compliance control objectives and related 
controls, management of the service provider 
should consider: 
da. The nature of the servicés provided to user or- 
ganizations 
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b. The service provider’ contractual obligations to 
user organizations 
c. The information and assurance needs of user 
organizations, including the relevancy of the 
compliance control objectives and related con- 
trols to the services provided to user organiza- 
tions and their internal control over compliance 
with federal securities laws or elements thereof 
d. The compliance matters and areas identified in 
the SEC Release” that are relevant to the serv- 
ices provided to user organizations (see Appen- 
dix D of this SOP for a list of these compliance 
matters and areas) 
Further, when circumstances permit, discussions 
between management of the service provider and 
user organizations are advisable in determining the 
compliance control objectives intended to address 
‘the needs of user organizations. 
16. Service providers may have contractual or other 
arrangements with one or more subservice 
providers or other parties that perform administra- 
live, computer operations, transaction processing, 
recordkeeping, or other activities on their behalf. In 
these circumstances, management of the service 
provider determines whether the subservice 
providers relevant control objectives and related 
controls are to be included or excluded from its writ- 
ten description of specified compliance control ob- 
jectives and related controls. Although the inclusive 
method provides more information to user organi- 
zations, it may not be appropriate or feasible in 
many or all instances. In determining which ap- 
proach to use, management of the service provider 
should consider (a) the nature and extent of infor- 
mation about the subservice provider from which 
user organizations would derive benefit, (b) the de- 
gree of responsibility management would assume by 
including information about the subservice organi- 
zation in its description and accompanying written 
assertion, and (c) the practical difficulties entailed in 
implementing the inclusive method. Whether the 
subservice provider’ relevant control objectives and 
related controls are included or excluded from the 
written description, the description should include 
a brief statement of the functions and nature of the 
services performed by the subservice provider. Or- 
dinarily, disclosure of the identity of the subservice 
_ provider is not required. If, however, management 
of the service provider determines that the identity 
of the subservice provider would be relevant to user 
organizations, the name of the subservice provider 
may be included in the written description provid- 
ed that there are no prohibitions against doing so, 
by contract or otherwise, and any necessary ap- 
provals have been obtained by the service provider. 
Also, when included, the written description should 
clearly differentiate between controls of the service 
provider and controls of the subservice provider. 
17. If the subservice provider’ relevant compliance 
control objectives and related controls are exclud- 
ed, management of the service provider should 
state in the written description that the subservice 





12. See SEC Release Nos. IC-26299 and IA-2204 adopting Rules 
38a-1 and 206(4)-7, respectively (Section II.A., Adoption and Imple- 
mentation of Policies and Procedures). 
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provider's compliance control objectives and relat- 
ed controls are omitted from the description and, 
unless achievement of the compliance control ob- 
jectives depends on controls at the subservice 
provider, that the compliance control objectives in- 
cluded in the written description include only those 
objectives that the service provider’ controls are in- 
tended to achieve. Reporting guidance for situa- 
tions in which the service provider excludes the 
subservice provider's compliance control objectives 
and related controls from the service provider's 
written description is presented in paragraph 31 of 
this SOP 

18. As noted in paragraph 13, ordinarily in the ex- 
amination engagement described in this SOP, the 
relevant aspects of a service provider's internal con- 
trol pertaining to its control environment, risk as- 
sessment, and monitoring would not be presented 
in the form of compliance control objectives; how- 
ever, management of the service provider is not pre- 
cluded from presenting those aspects in the form of 
compliance control objectives. 


Evaluating Deficiencies in Controls 
19. Paragraph .24 of AT section 101 states, in part, 
that criteria are the standards or benchmarks against 
which the practitioner evaluates the subject matter. 
In this SOP, the criteria used by the practitioner to 
evaluate the suitability of the design and operating ef- 
fectiveness of the controls included in management's 
description are the specified compliance control ob- 
jectives. The practitioner should evaluate the results 
of the procedures he or she performed to obtain ev- 
idence about the suitability of the design and oper- 
ating effectiveness of the controls and determine the 
significance of any identified deficiencies in controls, 
individually and in combination, to the achievement 
of the specified compliance control objectives. A de- 
ficiency in design exists when (a) a control necessary 
to meet the control objective is missing or (b) an ex- 
isting control is not properly designed so that, even 
if it operates as designed, the control objective is not 
always met. A deficiency in operation exists when a 
properly designed control does not operate as de- 
signed or when the person performing the control 
does not possess the necessary authority or qualifi- 
cations to perform the control effectively. 
20. The following are examples of factors that are 
relevant in evaluating the significance of identified 
deficiencies in controls: 
¢ The existence of effective compensating 
controls that have been tested and evaluat- 
ed and limit the severity of the deficiency 
e The significance of the control(s) to achiev- 
ing the compliance control objective 
¢ The existence of multiple deficiencies in 
controls that, in combination, may be sig- 
nificant to the achievement of a compliance 
control objective, even if the deficiencies are 
individually insignificant to the achievement 
of the compliance control objective 
The practitioner may conclude that the speci- 
fied compliance control objective has been 
achieved even if a deficiency or deficiencies in con- 
trols have been identified. However, if, after per- 





forming his or her procedures, the practitioner con- 
cludes that the specified compliance control objec- 
tive was not achieved, the practitioner should 
modify his or her report. See paragraph 29 of this 
SOP for related reporting guidance. 


User Organizations Affected by a Service 
Provider’s Noncompliance With Federal 
Securities Laws or Elements Thereof 
21. In the course of performing procedures at a 
service provider, a practitioner may become aware 
of a matter or matters constituting noncompliance 
with federal securities laws or elements thereof (in- 
cluding material compliance matters) that occurred 
during the period covered by the practitioner’ re- 
port and relate to business activities or services in- 
cluded in the scope of the attestation engagement. 
Unless the instance(s) of noncompliance are clear- 
ly inconsequential, the practitioner should obtain 
an understanding of: 
¢ The nature of the noncompliance matter(s), 
e The cause(s) of such, 
¢ The period during which the noncompli- 
ance matter(s) existed or occurred, and 
e The nature of any remediation activities 
taken to subsequently achieve compliance 
or the status of any remediation activities the 
service provider plans to take to achieve 
compliance. 
22. Further, the practitioner should determine 
whether information about the noncompliance 
matter(s) has been communicated to affected user 
organizations. If management of the service 
provider has not communicated this information 
and is unwilling to do so, and the practitioner 
believes the nature of the noncompliance matter(s) 
could be significant to user organizations, the prac- 
titioner should inform management and those 
charged with governance of the service provider of 
the circumstances. If management and_ those 
charged with governance of the service provider do 
not respond in an appropriate manner, the practi- 
tioner should consider withdrawing from the en- 
gagement. The practitioner generally is not required 
to confirm with the user organizations that the serv- 
ice provider has communicated such information. 
If the user organizations have been notified in writ- 
ing, the practitioner should consider requesting a 
copy from the service provider of the written com- 
munication. In all cases, judgment should be used 
by the practitioner in considering the effect, if any, 
of all information obtained about the noncompli- 
ance matter(s) on (a) the written assertion provid- 
ed by management of the service provider regard- 
ing the suitability of the design and operating 
effectiveness of controls in achieving the specified 
compliance control objectives; and (b) the practi- 
tioner’s procedures and report. 


Management Assertion 

23. Paragraph .08 of AT section 101 defines an as- 
sertion as any declaration or set of declarations 
about whether the subject matter is based on or in 
conformity with the criteria selected. Paragraph .09 
of AT section 101 pro- (continued on page 108) 
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vides the practitioner with additional information 
about a written assertion. For the examination en- 
gagement described in this SOP whether reporting 
directly on the subject matter or on the assertion, 
the practitioner should ordinarily obtain a written 
assertion from management of the service provider 
regarding the suitability of the design and operat- 
ing effectiveness of the service provider’ controls in 
achieving the specified compliance control objec- 
tives. Appendix A-3 of this SOP contains an illus- 
trative management assertion. 
24. Managements assertion regarding the suitabili- 
ty of the design and operating effectiveness of the 
controls should specify the “as of” date and period 
covered by management’ assertion. The determina- 
tion of an appropriate period is at the discretion of 
management; however, to be useful to user organi- 
zations, the report ordinarily should cover a mini- 
mum reporting period of six months. The follow- 
ing are examples of factors that are relevant in 
establishing the reporting period: 
° The anticipated needs of users of the report 
° The degree and frequency of changes in the 
service providers controls related to the 
specified compliance control objectives 
¢ The period needed to provide sufficient and 
appropriate evidence regarding the operat- 
ing effectiveness of the controls 


Management Representations 
25, Paragraphs .59-.60 of AT section 101 state, in 
patt:, 
59. During an attest engagement, the responsi- 
ble party makes many representations to the 
practitioner, both oral and written, in response 
to specific inquiries or through the presentation 
of subject matter or an assertion. Such repre- 
sentations from the responsible party are part 
of the evidential matter the practitioner 
obtains. 
60. Written representations from the responsi- 
ble party ordinarily confirm representations 
explicitly or implicitly given to the practition- 
er, indicate and document the continuing 
appropriateness of such representations, and 
reduce the possibility of misunderstanding con- 
cerning the matters that are the subject of the 
representations. Accordingly, in an examination 
or a review engagement, a practitioner should 
consider obtaining a representation letter from 
the responsible party. 
26. The representations that a practitioner consid- 
ers appropriate generally will depend on the sub- 
ject matter and circumstances of the engagement. 
For the purposes of this SOP in addition to obtain- 
Ing managements written assertion about the suit- 
ability of the design and operating effectiveness of 
the service provider’ controls in achieving the spec- 
ified compliance control objectives, the practition- 
er ordinarily would obtain the following written 
representations from management of the service 
provider in connection with the examination en- 
gagement described in paragraphs 1-33 of this 
SOP: 
a. A statement acknowledging management’ re- 


f 


sponsibility for: 
¢ The subject matter of the examination en- 
gagement; namely, the suitability of the de- 
sign and operating effectiveness of the con- 
trols in achieving the specified compliance 
control objectives 
¢ Selecting the criteria used and determin- 
ing the appropriateness of such criteria 
for its purposes, including selecting and 
presenting compliance control objectives 
that are relevant to the services provided 
to user organizations and their internal 
control over compliance with federal 
securities laws or elements thereof (prac- 
titioners may wish to include in the 
representation letter the definition of the 
term federal securities laws or elements 
thereof found in footnotes 2 and 3 of this 
SOP) 
¢ Its description of specified compliance con- 
trol objectives and related controls 
¢ Its written assertion about the suitability of 
the design and operating effectiveness of the 
controls in achieving the specified compli- 
ance control objectives 
¢ Establishing and maintaining compliance 
and effective internal control over compli- 
ance with federal securities laws or elements 
thereof as they relate to the scope of the 
examination engagement, including estab- 
lishing and maintaining controls that are 
suitably designed and operating effectively 
to achieve the specified compliance control 
objectives 
A statement that management has disclosed to 
the practitioner all deficiencies of which it is 
aware in the design or operation of the serv- 
ice provider's internal control over compli- 
ance with federal securities laws or elements 
thereof, related to the scope of the attestation 
engagement, that existed during the period 
covered by the practitioner's report, including 
those for which management believes the cost 
of corrective action may exceed the benefits 
A statement that management has disclosed to 
the practitioner any significant changes in the 
service provider’ controls related to the scope 
of the attestation engagement made since the 
service provider's last examination 
A statement that management has disclosed to 
the practitioner any instances of which it is 
aware of the service providers noncompliance 
with federal securities laws or elements thereof, 
related to the scope of the attestation engage- 
ment, that existed during the period covered by 
the practitioner's report and that may affect one 
or more user organizations 
A statement that management has disclosed to 
the practitioner all instances of which it is aware 
when the service providers controls have not 
operated with sufficient effectiveness during the 
period covered by the practitioner’s report to 
achieve the specified compliance control objec- 
tives 
A statement that management has disclosed to 


the practitioner all known matters contradict- 
ing the assertion and any communications from 
attorneys, regulatory agencies, internal audi- 
tors, consultants, other practitioners, or third 
parties related to the service providers compli- 
ance, or internal control over compliance, with 
federal securities laws or elements thereof dur- 
ing the period covered by the practitioner’ re- 
port that may affect one or more user organiza- 
tions 

g. A statement that management has made ayail- 
able to the practitioner all records and other in- 
formation it believes are relevant to the service 
providers compliance, or internal control over 
compliance, with federal securities laws or ele+ 
ments thereof, related to the scope of the attes- 
tation engagement and the period covered by 
the practitioners report 

h. A statement that management has responded 
fully to all inquiries made by the practitioner 
during the engagement 

i. Astatement that management has disclosed all 
events of which it is aware that occurred subse- 
quent to the period being reported on that 
would have a material effect on the subject mat- 
ter (or managements assertion) to which the 
practitioners report relates 


j. Statements regarding other matters the practi- 


tioner deems appropriate for inclusion in man- 

agements representations to the practitioner 
27. If management refuses to furnish all the written 
representations that the practitioner deems neces- 
sary, the practitioner should consider the effects of 
such a refusal on his or her ability to express an 
opinion about the subject matter or assertion. If the 
practitioner believes that the representations are 
necessary to obtain sufficient evidence to express an 
opinion, management’ refusal to furnish such evi- 
dence in the form of written representations consti- 
tutes a limitation on the scope of an examination 
sufficient to preclude an unqualified opinion and is 
ordinarily sufficient to cause the practitioner to dis- 
claim an opinion or withdraw from an examination 
engagement. However, based on the nature of the 
representations not obtained or the circumstances 
of the refusal, the practitioner may conclude, in an 
examination engagement, that a qualified opinion 
is appropriate. Further, the practitioner should con- 
sider the effects of the refusal on his or her ability 
to rely on other representations made by manage- 
ment of the service provider. 


Reporting 

28. Appendix A-1 of this SOP contains an illustra- 
tive practitioners examination report on an asser- 
tion by management of a service provider regarding 
specified compliance control objectives and related 
controls. The illustrative report includes the re- 
quired elements of a practitioners unqualified re- 
port on an assertion that are listed in paragraph .86 
of AT section 101. Paragraph .85 of AT section 101 
presents the required elements of a practitioner’s 
unqualified report on subject matter, and Appendix 
A, “Examination Reports,” of AT section 101 pres- 
ents additional illustrative examination reports. 
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29, Paragraph 19 of this SOP notes that criteria are 
the standards or benchmarks against which a prac- 
titioner evaluates the subject matter, and in this 
SOP the criteria for evaluating the suitability of the 
design and operating effectiveness of the controls 
are the specified compliance control objectives. If, 
after performing the procedures described in para- 
graphs 12-13 and 19-22 of this SOP, the practi- 
tioner concludes that the controls were not suitably 
designed or operating with sufficient effectiveness 
to provide reasonable assurance that the specified 
compliance control objectives were achieved, the 
practitioner should modify his or her report and 
include a brief factual description that will enable 
users of the report to understand the nature of the 
deficiency or deficiencies in controls. The matter or 
matters pertaining to the suitability of the design or 
‘operating effectiveness of controls and giving rise to 
a qualified or adverse opinion in a report on the 
examination engagement described in this SOP 
should be referred to as a deficiency or deficiencies. 
Further, paragraph .66 of AT section 101 states, in 
part, that “... .if conditions exist that, individually or 
in combination, result in one or more material 
misstatements or deviations from the criteria, the 
practitioner should modify the report and, to most 
effectively communicate with the reader of the 
report, should ordinarily express his or her conclu- 
sion directly on the subject matter, not on the 
assertion.” Appendix B of this SOP contains an 
illustrative practitioners examination report con- 
taining a qualified opinion on a service providers 
controls in achieving the specified compliance con- 
trol objectives. In that illustrative report, the prac- 
titioner reports on the subject matter rather than on 
the assertion. 

30. As noted in paragraph .72 of AT section 101, a 
practitioner may have reservations about the en- 
gagement (for example, a restriction on the scope 
of the engagement), the subject matter, and, if ap- 
plicable, the assertion. When a practitioner has 
such reservations, he or she should exercise profes- 


sional judgment in determining the significance of 


those reservations and the type of report to be is- 
sued. Paragraphs .71—.74 and .76-.77 of AT section 
101 provide guidance in this area. 

31. If a subservice providers compliance control 
objectives and related controls are excluded from 
the service provider’ written description of speci- 
fied compliance control objectives and related 
controls (see paragraph 17 of this SOP), the scope 
paragraph of the practitioners report should be 
modified to: 

° Refer to the disclosure in the written 
description regarding the service provider's 
use of a subservice provider and the func- 
tions and nature of the services performed 
by the subservice provider 

¢ State that the subservice provider's compliance 
control objectives and related controls are 
omitted from the written description and that 
the practitioner’ examination did not extend 
to controls of the subservice provider 

Appendix A-2 of this SOP contains an illustrative 
practitioners examination report on a service 


provider's specified compliance control objectives 
and related controls when the service provider uses 
a subservice provider and the subservice provider's 
control objectives and related controls are exclud- 
ed from the description. 

32. As noted in paragraph 17, situations may arise 
in which the service provider specifies compliance 
control objectives whose achievement depends on 
controls at a subservice provider. In those circum- 
stances, if the service provider has excluded the 
subservice provider’ controls from the written de- 
scription, the practitioner should modify the scope 
and opinion paragraphs of his or her report to in- 
clude the phrase “and subservice providers applied 
the controls contemplated in the design of the serv- 
ice providers controls.” 

33. A practitioner may perform significant portions 
of the engagement before the end of the period coy- 
ered by the report. If during that time the practi- 
tioner identifies compliance control objectives that 
have not been achieved, he or she should include a 
description of the condition in his or her report, 
even if management corrects the condition prior to 
the end of the period. 


Agreed-Upon Procedures 

34. A practitioner may also perform agreed-upon 
procedures related to compliance control objec- 
tives and related controls. Such engagements are 
performed in accordance with AT section 201, 
Agreed-Upon Procedures Engagements, (AICPA, Pro- 
fessional Standards, vol. 1). In these engagements, 
the parties to the engagement (specified parties) 
and the practitioner agree upon the procedures to 
be performed. The practitioner performs these pro- 
cedures and reports his or her findings. The spec- 
ified parties assume responsibility for the sufficien- 
cy of the procedures because they best understand 
their own needs. In an agreed-upon procedures en- 
gagement, the practitioner does not perform an 
examination or review of an assertion or subject 
matter or express an opinion or negative assurance 
about the assertion or subject matter. The practi- 
tioner’s report on agreed-upon procedures is in the 
form of procedures and findings. An illustrative 
agreed-upon procedures report is presented in 
Appendix E of this SOP Use of an agreed-upon 
procedures report is restricted to the specified 
parties that agree upon the procedures and accept 
responsibility for the sufficiency of the procedures 
for their purposes. 

35. In accordance with paragraph .10 of AT section 
201, a practitioner should establish an understand- 
ing with the client regarding the services to be per- 
formed. Such an understanding reduces the risk 
that the client may misinterpret the objectives and 
limitations of an agreed-upon procedures engage- 
ment and also reduces the risk that the client will 
misunderstand its responsibilities and the respon- 
sibilities of the practitioner. Paragraph .46 of AT 
section 101 provides further guidance on establish- 
ing an understanding with a client in an attestation 
engagement. 

36. Paragraph .36 of AT section 201 enables a prac- 
titioner, after considering certain matters, to add a 


nonparticipant party as a specified party. If the prac- 
titioner agrees to add a specified party, he or she 
should obtain affirmative acknowledgement, nor- 
mally in writing, from that party agreeing to the 
procedures performed and taking responsibility for 
the sufficiency of the procedures. 


Effective Date 
37. This SOP is effective upon issuance. 
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THE LAST WORD 


We lived for a period of time when | was young in housing 
projects in St. Louis. I saw a lot of things growing up that, if 
given the opportunity, I would have changed. And I guess you 
could say that 1 have spent the better part of my life, as far as 
volunteer activities, trying to change those things. For exam- 
ple, I co-founded the National Black Marathoners’ Association 
in part because I felt it was important to promote a healthy 
lifestyle, through walking and running, within the black com- 
munity. 


Right now we have over 500 members, and new people 
are joining virtually every day. In five years, I would like to 
have 2,000 to 3,000 members. I envision us going to a race 
wearing our red jerseys and black shorts and just seeing a sea 
of red going along the course. I want us to inspire other 
blacks—children as well as adults. I want them to see that it’s 
all right to go ahead and run and that your athletic career does- 
n't end when you get out of high school or college. When I was 
in high school, I ran cross country as well as track and I played 
soccer for four seasons. So that really perked my interest in 
running. Compared to other sports, it was 
inexpensive, and it was also a lifetime sport. 
As of today, I’ve completed 88 marathons. 


At the time | started trying to complete 
marathons on all seven continents, | didn’t 
realize that no blacks had accomplished 
this goal. 1 wanted to prove three points by 
completing the 7C goal. I wanted to: Show 
black youths that you can have dreams and 
aspirations to move from 
poverty to exploring faraway 
lands; show black adults, 
regardless of their age, that 
you can maintain a healthy 
lifestyle as you get older—I 
was 52 years old when I com- 
pleted this goal; and ! wanted 
to dispel the myth that CPAs, 
accountants and IT profes- 
sionals are geeky, nonathletic 
homebodies. 


My favorite race was the Great Wall Marathon in China. 
You're running on a piece of history. That was the one thing 
about running a lot of the international marathons—it was just 
like you were living in a National Geographic special. At times 
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Reed snapped these photos while in 
Kenya and Antarctica to run marathons, 


its like trying to describe 
color to a blind person. 
No matter how many 
photos I took during the 
races or at the different 
locations, it’s really hard 
to get the real feeling of 
being there. 
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ANTHONY R. REED, CPA, PMP 


Over the years I’ve : 

f 4 If b ‘ President 
fous myse oe Reed, CPA PC 
ing more from the skills Dallas 


I’ve learned in long-dis- 

tance running to make projects successful. For example, 
with long-distance running, especially when you get into 
marathon running, you set specific goals. A lot of marathon- 
ers are thrill seekers, but before we do something, we 
acknowledge what the risk is. We start putting plans in place 
to mitigate that risk. I try to make sure that people working 
on a project are comfortably pacing themselves and that we 
have checkpoints along the way in a proj- 
ect where people will stop, catch their 
breath, take a look at where they’ve been 
and how far they've come and how much 
farther they have to go. 


I’ve worked in information technology 
for about 30 years now. When I first 
started off, a lot of the IT departments 
reported up through finance. I, found 
myself over the years going to a lot of 
meetings, and the one recurring statement 
I heard was that people in IT just didn’t 
understand accounting. We were managing some 
of the larger budgets in corporations, but we did- 
n't have an idea of how to go about managing 
money. So around 1990, 1 returned to college 
part time in the evenings. 


Since | got my master’s in accounting and 
passed the CPA exam, | have never led or 
worked on an unsuccessful project. Had I not 
become a CPA, I don’t feel I would have been able 
to appreciate the business side of organizations. I think I 
would have just continued to look at things in terms of bits 
and bytes. 


—As told to Kim Nilsen 


Tired of cleaning up your clients’ 
bookkeeping mess? 


Take control of client accounting with Accounting Relief.” 


“All-in-one” Accounting Relief is 
web-based software—a compre- 
hensive write-up, trial balance, 
and financial reporting system 
for your firm. Plus, it includes a 
full-featured, fully customizable 
bookkeeping module for your 
clients. Accounting Relief lets you 
and your clients work together, 
but with you in control. 


You will minimize client errors by 
customizing the system for each 
client and limiting your clients’ 

access only to the functions they 


can comfortably perform. 4 ways to profit from Accounting Relief® 
Simplify your clients’ work while 


making client accounting quicker ae 
and more profitable for you! then you perform your accounting with one unified system. 


1. Work together. Clients enter bookkeeping transactions; 


. Work from anywhere, anytime. Effectively service clients 
anywhere in the U.S. and around the world. 


3. Client errors greatly reduced. You're in full control. 
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To experience this ground-breaking software, visit 
www.AccountantsWorld.com/accounting or call: 888-999-1366. 





Accounta nts World 


Time to advance your practice. 





UNPRECEDENTED OFFER: 


ACCOUNTING RELIEF FOR $99 PER MONTH for unlimited use 
for your firm and all your clients. No per client charges! ~ day 
money-back guarantee. / 


Accounting Relief is a registered trademark of AccountantsWorld. 
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What if you could...? 


* Increase client billings by one percent or more? 

¢ Retain a client one additional year or more? 

¢ Increase new client acquisitions by one percent 
or more? 
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